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United States District Court for the

District of Hawaii

Civil Action No. 1619

HAWAIIAN TRUST COMPANY, LIMITED, a

Hawaii Corporation, Trustee for the Creditors

and Stockholders of Pacific Refiners, Limited,

a Dissolved Hawaii Corporation,

Plaintiff,

vs.

UNITED STATES OF AMERICA,

Defendant.

COMPLAINT

Hawaiian Trust Company, Limited, a Hawaii

corporation. Trustee for the creditors and stock-

holders of Pacific Refiners, Limited, a dissolved

Hawaii corporation, brings this suit against the

United States of America and claims and alleges:

I.

This is a civil action by a corporation incorpo-

rated under the laws of the Territory of Hawaii and

doing business in the Territory of Hawaii against

the United States for recovery of Internal Revenue

taxes and interest erroneously and illegally assessed

and collected, of which this court has jurisdiction,

regardless of the sum involved, under Title 28,

U. S. Code, Sections 1340 and 1346.

n.
Plaintiff has complied with the requirements of
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Sections 6532(a) and 7422(a) of the Internal Rev-

enue Code of 1954 (and the predecessor sections of

the 1939 Code) regarding suits for recovery of any

Internal Revenue tax, penalty or other sum, as

hereafter more fully appears.

III.

Plaintiff's claim is for the recovery of $109,-

692.18 in principal amount of income taxes ille-

gally and erroneously assessed and collected from

plaintiff for the taxable years 1953 and 1955, plus

$15,055.76 interest paid thereon, or a total of $124,-

747.94. In addition, plaintiff is entitled to interest

on the entire amount of principal and interest paid,

as provided by law. The amounts of the overassess-

ments and overpayments for each year are as fol-

lows :

Year Principal Interest Total

1953 $ 58,472.39 $11,301.99 $ 69,774.38

1955 51,219.79 3,753.77 54,973.56

$109,692.18 $15,055.76 $124,747.94

IV.

The facts upon which plaintiff's claim for the

year 1953 is based are as follows:

(a) Pacific Refiners, Limited (hereinafter called

Refiners) was organized as a corporation imder the

laws of the Territory of Hawaii on May 31, 1949.

It was dissolved on November 19, 1956, and Hawai-

ian Trust Company, Limited, was appointed trustee

for the creditors and stockholders. Refiners' taxable

year was the calendar year.
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(b) Refiners' principal business was the man-

ufacture and sale of petroleum products and the

distribution of butane (a form of liquefied petro-

leum gas) in the Territory of Hawaii. Refiners en-

tered into an oil and butane contract with Standard

Oil of California in August, 1949, for a period of

ten years for the purchase of petroleum oil and

butane. The butane was blended by Standard Oil

Company of California into heavy gas oil and

shipped to Refiners in Honolulu. Refiners at its re-

finery in Honolulu separated the butane from the

gas oil. The butane thus obtained was liqu.efied and

stored by Refiners in pressure tanks, ready for dis-

tribution and sale. The butane-free gas oil was then

passed through a further process which removed

diesel oil and similar fractions contained in the

original oil, leaving asphalt. The gas oil was then

sold to Honolulu Gas Company, Limited, for its use

in the manufacture of gas. Under this contract with

Standard Oil Company, Refiners was required to

purchase a substantial minimum amount of heavy

gas oil blended with butane. Refiners was not a pub-

lic utility, and its buatne business was not subject

to regulation by the Territorial Public Utilities

Commission.

(c) Hilo Gas Company, Limited, was organized

in 1927 as a public utility company to manufacture

gas from oil and distribute it through gas mains in

the city of Hilo. It had encountered financial diffi-

culties, and in the spring of 1950 entered into nego-

tiations with Refiners. The proposition was made
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that Hilo Gas Company cease the manufacture of

gas and buy butane from Refiners, which the Hilo

Gas Company would then distribute through its gas

mains in the city of Hilo as a public utility. This

would save manufacturing cost and reduce gas

rates to a point where they might be competitive

with electric rates. The negotiations failed, but in

September, 1950, the two principal stockholders of

Hilo Gas Company offered to sell their stock. Re-

finers was interested, because the acquisition of the

Hilo Gas Company would provide an assured outlet

for butane on the island of Hawaii. In view of Re-

finers' commitment to Standard Oil Company to

purchase minimum amounts of butane, and in view

of the fact that Refiners' new refinery was to be

completed in December of 1950, it became impera-

tive to Refiners to find outlets for its butane pro-

duction as quickly as possible in order to comply

with the terms of its contract with Standard Oil.

Therefore, on October 3, 1950, an option was ob-

tained by Refiners from Mr. Lyman (president of

the Hilo Gas) granting to Refiners a seven-day

option to purchase his shares (subject to the condi-

tion that the purchaser obtain options to purchase

not less than 75% of each of the outstanding classes

of stock of Hilo Gas Company). On the same date

Refiners obtained a similar option from Mr. Hutch-

inson, the other principal stockholder.

(d) On October 5, 1950, the Board of Directors

of Refiners authorized the purchase of the Hilo Gas

Compnay stock. Hilo Gas Company had two classes
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of capital stock outstanding—8% first preferred

and 7% second preferred. Both classes had voting

rights.

(e) The stock of Messrs. Lyman and Hutchinson

was sold to Refiners on October 6, 1950. At about

the same time Refiners also purchased the largest

blocks of stock held by other stockholders. On Octo-

ber 21, 1950, a letter was sent to the remaining

stockholders of Hilo Gas Company oifering to pur-

chase their shares at the same price, and pursuant

to this offer. Refiners purchased before October 25

most of the outstanding shares of both classes held

by minority stockholders. Prior to October 25, 1950,

Refiners had ecquired 95% or more of the outstand-

ing capital stock of Hilo Gas Company. On October

25, 1950, the general manager reported to the direc-

tors of Refiners that 96% of the stock of Hilo Gas

Company had been acquired.

(f) On October 20, 1950, Hilo Gas Company,

Limited, filed a petition with the Public Utilties

Commission for authority to sell its utility assets to

Honolulu Gas Company, Limited. A hearing on this

application was held on October 26, 1950, and the

Commission issued an order dated October, 26, 1950,

which was filed on November 15, 1950, authorizing

the Hilo 'Gas Company to sell its utility assets to

Honolulu Gas Company.

(g) On October 31, 1950, the stockholders of

Hilo Gas Company authorized the sale of the utility

assets of the company to Honolulu Gas Company
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and the sale of the appliance and liquefied petro-

leum gas business and assets to Refiners. On Octo-

ber 31, 1950, Hilo Gas Company, Limited, executed

a bill of sale transferring to Refiners the merchan-

dise and liquefied petroleum gas business. On the

same date, Hilo Gas Company and Honolulu Gas

Company, Limited, executed an instrument whereby

the Hilo Gas Company conveyed to the Honolulu

Gas Company its utility plant and equipment, etc.,

and the Honolulu Gas Company assumed the liabili-

ties of the Hilo Gas Company. Possession of these

assets was not taken by the purchasers until after

October 31, 1950.

(h) After the Public Utilities Commission ap-

proved the sale of the utility assets of Hilo Gas

Company to Honolulu Gas Company, Limited, the

necessary facilities for converting the Hilo system

to butane air were ordered. The conversion of the

system was completed in March of 1951, and on

April 1, 1951, butane air gas was first supplied to

the city of Hilo. Until April 1, 1951, all of the gas

furnished to the city of Hilo was manufactured in

the old plant of Hilo Gas Company. The old plant

was retained as a stand-by facility for a month or

so after April 1, 1951, until it could be ascertained

that the butane air system was operating properly.

Thereafter, such of the manufacturing facilities of

the old plant as were not used in the butane air

system were abandoned, scrapped or transferred to

the Honolulu division of the Honolulu Gas Com-

pany, Limited.
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(i) Hilo Gas Company suffered a net loss of

$122,930.58 on the sale of its utility assets and fran-

chise to Honolulu Gas Company, Limited. The net

loss of Hilo Gas Company for 1950 was $117,792.57.

(j) Refiners and Hilo Gas Company filed con-

solidated federal income tax returns for the years

1950-1953, inclusive. They filed separate returns for

the years 1954 and 1955. Hilo Gas Company, Lim-

ited, filed separate Territorial income tax returns

for the years 1950-1955, inclusive.

(k) Hilo Gas Company filed annual corporate

exhibits required by Territorial law for the years

1950-1955. In 1951 it reported in this corporate

exhibit total income of $19,294.16, total expenses of

$18,324.96 and a net income (before taxes) of

$969.20. In 1952, it reported a total income of $10,-

732, total expenses of $10,273 and a net income

(before taxes) of $459. In 1953, it reported a total

income of $8,600, total expenses of $5,830.71 and a

net income (before taxes) of $2,769.29. In 1954, it

reported total income of $8,600, total expenses of

$6,009 and net income (before taxes) of $2,590. In

1955, it reported total income of $8,700, total ex-

penses of $6,063 and net income (before taxes) of

$2,636. Hilo Gas Company was dissolved effective

September 18, 1956.

(1) In the year 1950, Refiners suffered a loss of

$93,092. In 1951, it had a net income of $17,445

and in 1952 a net income of $39,147. It did not have

to pay any net income taxes for those years. In

1953, Refiners had a net income (before net income
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taxes) of $206,397.20, and in 1954, it had a net in-

come (before net income taxes) of $215,735.66. All

of the foregoing figures are on an unconsolidated

basis.

(m) Refiners included the net loss from the sale

in 1950 of the operating assets and franchise of the

Hilo Gas Company, Limited, in computing the net

operating loss carry-over to subsequent years, in

the consolidated income tax returns timely filed for

Refiners and Hilo Gas Company. The Commissioner

of Internal Revenue has disallowed this item. The

explanation given in the statement attached to the

150-day letter of the Appellate Division dated May
15, 1957, is as follows:

"On your return for the calendar year 1953, you

claimed a net operating loss deduction of $145,-

325.46. Included in this figure is an amount of

$116,405.64 allegedly representing a net loss carry-

over of Hilo Gas Company, Ltd., originating in the

year 1950, computed as follows:

Purported loss from sale of utility

assets to Honolulu Gas Com-

pany, Ltd., on October 31, 1950.. $122,930.58

Less:

Net operating profit—Hilo Gas

Company, Ltd.—1950 $5,138.01

Net operating profit—Hilo Gas

Company, Ltd.—1951 969.20

Net operating profit—Hilo Gas

Company, Ltd.—1952 417.73 6,524.94

Net operating loss carry-over

claimed as deduction in 1953 $116,405.64
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Affiliation with Hilo Gas Company, Ltd., oc-

curred some time in October, 1950.

"It is held that, in substance, no deductible loss

was sustained as the result of the sale of the utility

assets of Hilo Gas Company, Ltd., to Honolulu

Gas Company, Ltd., in 1950. In the event that a

loss was sustained as a result of this transaction,

it is held that such loss may not be included as a

part of a consolidated net loss reported on a con-

solidated return filed by Pacific Refiners, Ltd., as a

parent, and Hilo Gas Company, Ltd., as subsidiary,

for the calendar year 1950 since the loss, if any, was

sustained in, or was allocable to, the period prior

to affiliation and before the consolidation became

effective. Accordingly, the net loss, if any, sutained

as the result of the sale of the utility assets of Hilo

Gas Company, Ltd., to Honolulu Gas Company,

Ltd., in the year 1950 may not be claimed as a part

of the net operating loss deduction against the in-

come of Pacific Refiners, Ltd., in the year 1953. The

deduction claimed of $116,405.64 is therefore, dis-

allowed."

(n) On June 4, 1957, Hawaiian Trust Company,

Limited, as trustee in dissolution of Refiners, paid

a deficiency of $58,472.39, together wdth interest of

$11,301.99, assessed against Refiners by the Com-

missioner for 1953 on account of his disallowance

of the carry-over to 1953 of the net operating loss

suffered by Hilo Gas Company in 1950 upon the

sale of the utility assets to Honolulu Gas Company,
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Limited. Said payment was made to the District

Director of Internal Revenue in Honolulu.

(o) Plaintiff alleges that all of the foregoing

sums were erroneously paid and illegally assessed

and collected.

(p) On August 28, 1957, plaintiff, as trustee for

the creditors and stockholders of Refiners, filed a

duly executed Claim for Refund (Form 843) with

the District Director of Internal Revenue in Hono-

lulu for the year 1953 covering said principal

amount of $58,472.39 and said payment of interest

of $11,301.99. A true copy of said Claim for Refund

is attached hereto, marked Exhibit A and by refer-

ence made a part hereof. Said Claim for Refund

was filed within the time prescribed by Section 6511,

Internal Revenue Code of 1954 and its predecessor

sections of the Internal Revenue Code of 1939. The

form and contents of said Claim satisfy the require-

ments of the applicable Treasury Regulations.

(q) On October 23, 1957, a Notice of Disallow-

ance in full of plaintiff's Claim for Refund of

$69,774.38 for the year 1953 was mailed to plain-

tiff by registered mail by the District Director of

Internal Revenue, Honolulu, as provided in Section

3772(a), Internal Revenue Code of 1939. A true

copy of said Notice of Disallowance is attached

hereto, marked Exhibit B and by reference made

a part hereof.

V.

The Commissioner's action in disallowing the

1950 net operating loss carry-over and in assessing
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and collecting said deficiency and interest for 1953

was erroneous and illegal for the following reasons:

(a) Section 141(a), Internal Revenue Code of

1939, extends to an affiliated group of corporations

the privilege of making a consolidated return. Sec-

tion 141(d) defines an affiliated group as one or

more chains of includible corporations connected

through stock ownership (95%) with a common par-

ent corporation. Section 141(e) defines an includible

corporation as any corporation except an exempt

corporation and others, none of which exemptions

or exceptions are applicable here. Refiners and Hilo

Gas Company became affiliated corporations prior

to October 25, 1950, and met the statutory require-

ments for filing consolidated returns. Regulation

129, Section 24.11(c) provides that an affiliated

group remains in existence as long as there is a

common parent and at least one subsidiary remains

affiliated with it. Accordingly, the affiliated group

in this case remained in existence until Hilo Gas

Company was dissolved in September, 1956.

(b) A loss of $122,930.58 was sustained by Hilo

Gas Company on the sale of its utility assets to

Honolulu Gas Company, Limited, on October 31,

1950. This loss took place on that date and not at

any other time. This loss took place after affiliation

with Refiners. The loss was an ordinary loss. Con-

sequently, under the Code (Sections 23(f), 117(j),

122 and 141 of the Internal Revenue Code of 1939),

the income tax regulations and the consolidated re-

turn regulations, Hilo Gas Company was entitled
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to a deduction for this loss, and Refiners was en-

titled to include this loss in its consolidated net

operating loss for 1950 and to carry it forward in

full as a consolidated net operating loss carry-over

to 1953.

VI.

No amount has been paid or refunded to plaintiff

on account of said sums of $58,472.39 (principal)

and $11,301.99 (interest) claimed as income tax

and interest by defendant for the taxable year 1953

and erroneously and illegally assessed and collected

by defendant from plaintiff.

VII.

The facts upon which plaintiff's claim for the

year 1955 is based are as follows:

(a) The stockholders of Refiners on November

25, 1955, adopted a plan of complete liquidation

providing for the sale of Refiners' refinery and re-

lated assets to Standard Oil Company of California

and the sale of the Isle Gas business and related

assets to Honolulu Gas Company, Limited, and

thereafter the winding up of Refiners' business and

the distribution of its assets and the dissolution of

the corporation. In its tax return for the year 1955,

Refiners claimed a deduction for organization ex-

penses of $43,163.48. Included therein was the

amount of $30,678.62 relating to expenses in con-

nection with the issue of capital stock. These ex-

penses are made up as follows

:
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Expenses of stock issue, date of

offer May 8, 1950 $ 9,830.48

Less: Federal stamp taxes 570.74 $ 9,259.74

Expenses of stock issue, date of

offer April 29, 1951 22,243.99

Less : Federal stamp taxes 825.11 21,418.88

Total expenses of marketing stock.. $30,678.62

With respect to this item, the statement attached

to the Appellate Division 150-day letter dated May
15, 1957, states:

''It is held that these expenses incurred in mar-

keting your capital stock do not constitute organiza-

tion expenses but serve to reduce the proceeds de-

rived from the sale of the stock and are properly

chargeable against the paid-in capital. The deduc-

tion of $30,678.62 claimed is, therefore, disallowed."

(b) Refiners in its 1955 income tax return

claimed a deduction for accrued Territorial net in-

come taxes of $67,648.77, based on the net income

reportable for Territorial net income tax purposes,

which income included (1) the gain from the sale

of refinery facilities and related assets to Standard

Oil Company of California and (2) the gain from

the sale of the Isle Gas business and related assets

to Honolulu Gas Company, Limited, in December,

1955.

(c) The total Territorial income tax paid by

Refiners for the calendar year 1955 was $74,408.15,

of which $59,089.97 was paid at the time of filing

its return and $15,318.18 was paid in 1956 as the
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result of a deficiency assessed by the Territorial

Tax Collector in that year.

(d) Under the provisions of Section 337, Inter-

nal Revenue Code of 1954, no gain for Federal in-

come tax purposes was recognized to Refiners from

the sale of said assets.

(e) The Commissioner has disallowed the por-

tion of the Territorial net income tax allocable to

the gain from the sale of the foregoing assets under

the provisions of Section 265 of the Internal Rev-

enue Code of 1954, stating in his 150-day letter that

said section '^ prohibits the deduction of expenses

allocable to income exempt from federal income

tax." The amount of the total Territorial net in-

come tax of $74,408.15, allocable to these gains and

disallowed by the Commissioner for federal income

tax purposes, was $61,061.59.

(f) On June 4, 1957, Hawaiian Trust Company,

Limited, as trustee in dissolution of Refiners, paid

a deficiency of $51,468.20, together with interest of

$3,771.98 assessed against Refiners by the Commis-

sioner for 1955, principally because of his disallow-

ance of the capital stock expenses ($30,678.62) and

his disallowance of 1955 Territorial income taxes

($61,061.59), as set forth above. Said payment was

made to the District Director of Internal Revenue

in Honolulu.

(g) Plaintiff alleges that the sum of $51,219.79

plus interest of $3,753.77 was erroneously paid and

illegally assessed and collected.
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(h) On August 28, 1957, plaintiff, as trustee for

the creditors and stockholders of Refiners, filed a

duly executed Claim for Refund (Form 843) with

the District Director of Internal Revenue in Hon-

olulu for the year 1955 in the amount of $51,219.79

plus interest of $3,753.77, or a total of $54,973.56.

A true copy of said Claim for Refund is attached

hereto, marked Exhibit C and by reference made a

part hereof. Said Claim for Refund was filed within

the time prescribed by Section 6511, Internal Rev-

enue Code of 1954. The form and contents of said

Claim satisfy the requirements of the applicable

Treasury Regulations.

(i) On October 23, 1957, a Notice of Disallow-

ance in full of plaintiff's claim for refund of $54,-

973.56 for the year 1955 was mailed to plaintiff by

registered mail by the District Director of Internal

Revenue, Honolulu, as provided in Section 6532

(a) (1), Internal Revenue Code of 1954. A true copy

of said Notice of Disallowance is attached hereto,

marked Exhibit D and by reference made a part

hereof.

VIII.

The Commissioner's action in disallowing the

capital stock expense as a deduction and in disal-

lowing any portion of the 1955 Territorial income

taxes as a deduction and in assessing and collecting

said deficiency and interest for 1955 to the extent

of $54,973.56 was erroneous and illegal for the fol-

lowing reasons:
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(a) The capital stock expenditures in question

were made at about the time of the completion of

Refiners' refinery and were made for the purpose

of raising working capital. They are in the nature

of or are similar to initial organization expenses,

and as such should be allowed as deductions in the

year Refiners resolved to cease business or, in any

event, in the year of its dissolution. Such expenses

are just as essential to the successful operation of

a corporation as the expenses incurred in obtaining

a corporate charter, for without capital, the charter

itself is valueless. These latter expenses are deduc-

tible in full in the year of liquidation or dissolu-

tion, and the same treatment should be afforded to

these capital stock expenditures.

(b) Capital gains not recognized because of the

provisions of Section 337, Internal Revenue Code,

do not constitute income "wholly exempt from

taxes" within the meaning of Section 265(1). Con-

sequently, the Territorial income tax on such gains

is deductible in full under Section 164, and the total

Territorial income tax for 1955 of $74,408.15 should

have been allowed as a deduction by the Commis-

sioner.

IX.

No amount has been paid or refunded to plain-

tiff of said sums of $51,219.79 (principal) and

$3,753.77 (interest) claimed as income tax and in-

terest by defendant for the taxable year 1955 and

erroneously and illegally assessed and collected by

defendant from plaintiff.
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X.

Plaintiff is justly entitled to recover from defend-

ant said total sum of $109,692.18 (principal) and

$15,055.76 (interest) plus interest on the entire

amount of principal and interest paid, as provided

by law. Plaintiff has observed and performed the

provisions and requirements of the laws of the

United States, and the rules and regulations pre-

scribed by the Commissioner of Internal Revenue

and approved by the Secretary of the Treasury,

and all other matters and things necessary to be

observed and performed on its part, to entitle it to

recovery of said sums.

Wherefore, plaintiff prays judgment against de-

fendant in the sum of $124,747.94, together mth in-

terest as in such cases is provided by law, and the

costs of this suit, and that process issue out of this

court requiring defendant to appear and answer

this Complaint.

Dated at Honolulu, Hawaii, this 28th day of Jan-

uary, 1958.

/s/ MARSHALL M. GOODSILL,
Attorney for Plaintiff.

ANDERSON, WRENN &
.JENKS,

Of Counsel.

[Endorsed] : Filed January 28, 1958.
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[Title of District Court and Cause.]

ANSWER

Now comes the United States of America, the

above-named defendant, by its attorney, Louis B.

Blissard, United States Attorney in and for the

District of Hawaii, and for its answer to the com-

plaint filed herein alleges and says:

1.

Admits the allegations contained in paragraph

numbered I thereof, except that it is denied that

the taxes and interest sought to be recovered in

this action were erroneously and illegally assessed

and collected, as alleged in said paragraph.

2.

Admits the allegations contained in paragraph

numbered II thereof.

3.

Admits the alLegations contained in paragraph

numbered III thereof, except that it is denied that

the income taxes sought to be recovered herein were

illegally and erroneously assessed and collected from

plaintiff, and except that it is denied that there

were overassessments and overpayments by plain-

tiff for the years 1953 and 1955, as alleged in said

paragraph.

4.

Answering paragraph munbered IV thereof, the

defendant alleges as follows:
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(a) Admits the allegations contained in sub-

paragraph (a) thereof.

(b) The defendant is presently without knowl-

edge or sufficient information with resjject to the

truth of the allegations contained in subparagraphs

(b), (c), (d), (e), (f), (g) and (h) thereof.

(c) Denies the allegations contained in subpara-

graph (i) thereof.

(d) Admits that Refiners and Hilo Gas Com-

l^any filed returns purporting to be consolidated

Federal income tax returns for the years 1950 to

1953, inckisive, as alleged in subparagraph (j)

thereof, except that it is denied that said companies

had the right to file consolidated returns for those

years. Further answering said subparagraph, the de-

fendant admits that separate Federal income tax

returns were filed by Refiners and Hilo Gas Com-

pany for the years 1954 and 1955. The defendant

has no present knowledge or sufficient information

as to whether Hilo Gas Company filed separate Ter-

ritorial income tax returns for the years 1950 to

1955, inclusive, as alleged in said subparagraph.

(e) The defendant has no present knowledge or

sufficient information as to the truth of the allega-

tions contained in subparagraph (k) thereof.

(f) Admits the allegations contained in sub-

paragraph (1) thereof, except that the defendant

is at present without knowledge or information as

to the correct amount of loss suffered by Refiners

in the year 1950, nor the correct amount of taxable
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income of Refiners for the years 1951, 1953 and

1954, as alleged in said subparagraph.

(g) Admits the allegations contained in sub-

paragraph (m) thereof, except that it is denied that

there was a loss allowable or deductible resulting

from the sale in 1950 of the operating assets and

franchise of Hilo Gas Company, Ltd.

(h) Admits the allegations contained in sub-

paragraph (n) thereof.

(i) Denies the allegations contained in subpara-

graph (o) thereof.

(j) Admits the allegations contained in sub-

paragraph (p) thereof, except that the allegations

contained in the claim for refund, copy of which is

attached to the complaint as Exhibit A, are denied.

(k) Admits the allegations contained in sub-

paragraph (q) thereof.

5.

Denies the allegations contained in paragraph

numbered V thereof, except that the allegations

contained in subparagraph (a) therof are admitted,

with the exception that it is denied that Refimers

and Hilo Gas Company were affiliated corporations

prior to October 25, 1950, or at any other time, and

met the statutory requirements for filing consoli-

dated returns, as alleged in said subparagraph, and

except that the allegations contained in subpara-

graph (b) thereof are denied.
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6.

Admits the allegations contained in paragraph

numbered VI thereof, except that it is denied that

the income tax and interest referred to in said para-

graph were erroneously and illegally assessed and

collected by the defendant from plaintiff.

7.

Answering paragraph numbered VII thereof, the

defendant alleges as follows:

(a) Admits the allegations contained in sub-

paragraph (a) thereof, except that the defendant

is at present without knowledge or sufficient infor-

mation as to the truth of the allegations contained

in the first sentence of said subparagraph.

(b) Admits the allegations contained in sub-

paragraphs (b), (c), (d) and (e) thereof.

(c) Admits the allegations contained in sub-

paragraph (f) thereof, except that $35,670.31 of the

deficiency of $51,468.20, plus interest of $3,850.90,

instead of $3,771.98, assessed against plaintiff was

paid on June 4, 1957, that $1,560.73 of said assess-

ment was paid on July 26, 1957, and that the bal-

ance of $18,088.13 was satisfied by credit on July

24, 1957.

(d) Denies the allegations contained in sub-

paragraph (g) thereof.

(e) Admits the allegations contained in sub-

paragraph (h) thereof, except that the allegations

contained in the claim for refund, attached to the

complaint as Scedule C, are denied.
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(f) Admits the allegations contained in sub-

paragraph (i) thereof.

8.

Denies the allegations contained in paragraph

numbered VIII and subparagraphs (a) and (b)

thereof.

9.

Admits the allegations contained in paragraph

numbered IX thereof, except that the defendant

denies that the income tax and interest referred to

in said paragraph was erroneously and illegally

assessed and collected by defendant from plaintiff.

10.

Denies the allegations contained in paragraph

numbered X thereof.

Wherefore, defendant prays that the complaint

filed herein be dismissed, with costs to be assessed

against the plaintiff.

/s/ E. C. CRUMPACKER,
Asst. United States Attorney,

Attorney for Defendant.

Receipt of copy acknowledged.

[Endorsed] : Filed March 27, 1958.
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[Title of District Court and Cause.]

STIPULATION OF FACTS

It is hereby stipulated and agreed by and between

the i^arties hereto through their respective attorneys

that the following statements of fact shall be con-

sidered as true and in evidence. It is also agreed by

and between the parties hereto that they may also

offer any other evidence, oral, documentary or oth-

erwise, in the trial of this case, provided such

additional evidence shall not vary or in any way

contradict with the statements heretofore taken to

be true, and provided further that such additional

evidence is properly admissible.

I.

Pacific Refiners, Limited (hereinafter called Re-

finers) was organized as a corporation under the

laws of the Territory of Hawaii on May 31, 1949.

Refiners was dissolved on November 19, 1956, and

Hawaiian Ti'ust Company, Limited (hereinafter

called the plaintiff), was appointed Trustee for the

creditors and stockholders in accordance with the

laws of the Territory of Hawaii.

II.

Refiners had an initial authorized capital of $250,-

000 represented by 250,000 shares of common stock

of the par value of $1.00 per share. Honolulu Gas

Company, Limited (hereinafter called Honolulu

Gas), a Hawaii public utility corporation, operating
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a manufactured gas business on the Island of Oahu,

purchased at par the initial 250,000 shares of com-

mon stock of Refiners, and in August of 1949, dis-

tributed such stock as a dividend to the stockholders

of Honolulu Gas. After its organization, Refiners

engaged in the merchandising of gas appliances and

commenced construction of its refinery. In order to

pay for construction expenditures, it borrowed

$650,000 on short-term promissory notes. In May of

1950, Refiners sold to the public (through a rights

offering) an additional 500,000 shares of common

stock and $750,000 principal amomit of fifteen-year,

6% sinking fund debentures. The net proceeds of

this issue were estimated at $1,225,445. Refiners'

prospectus relating to this issue stated with respect

to the application of the proceeds from the offering

:

"Of such net proceeds, $650,000 will be applied

to pay $650,000 principal amount of the Company's

short-term promissory notes * * *. The balance of

such net proceeds will be added to the general funds

of the Company and will be available for the pay-

ment of capital expenditures during 1950, the reim-

bursement of the Company for construction expen-

ditures already made, or for other corporate pur-

poses."

In this connection with this offering. Refiners

incurred expenditures attributable to the issuance

of its shares of common stock (principally attor-

neys' fees, printing expenses, accountants' fees and

charges of the stock subscription agent) in the

amount of $9,259.74. In December of 1950, Refiners
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completed the construction of its refinery at a cost

somewhat in excess of its estimate. In April of 1951,

Refiners sold an additional 750,000 shares of com-

mon stock to the public (through a rights offering).

The net proceeds from this issue were estimated at

$734,400. In respect to such proceeds, the prospec-

tus stated:

''$600,000 of such proceeds will be applied to

pay a like face amount of the Company's short-

term promissory notes. These notes or other

notes refunded by them represent moneys bor-

rowed to pay for construction expenditures and

to carry inventories and receivables or to re-

place treasury funds previously expended for

such purpose. The balance of such proceeds will

be added to the general funds of the Company
and will be available for the reimbursement of

the Company for construction expenditures pre-

viously made or for other corporate purposes."

In connection with this issue. Refiners incurred

capital stock expenses (principally attorneys' fees,

printing expenses, accountants' fees and charges of

the stock subscription agent) in the amount of

$21,418.88.

III.

Refiners' principal business was the manufacture

and sale of petroleum products and the distribu-

tion of butane (a form of liquefied petroleum gas)

in the Territory of Hawaii. Refiners was not a pub-

lic utility, and none of its business was subject to
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regulation by the Public Utilities Commission of

the Territory of Hawaii. Refiners entered into

an oil and butane contract with Standard Oil of

California (hereinafter called Standard) in Au-

gust of 1949 for a period of ten years for the pur-

chase of petroleum oil and butane. The butane was

blended by Standard into heavy gas oil and shipped

to Refiners in Honolulu. Refiners at its refinery in

Honolulu separated the butane from the gas oil.

The butane thus obtained was liquefied and stored

by Refiners in pressure tanks, ready for distribu-

tion and sale. The butane-free gas oil was then

passed through a further process which removed

diesel oil and similar fractions contained in the

original oil, leaving asphalt. The gas oil was then

sold to Honolulu Gas for its use in the manufacture

of gas. Under this contract with Standard, Refiners

was required to purchase a substantial minimum

amount of heavy gas oil blended with butane. For

the first contract year the minimum amounts were

450,000 barrels of oil and 650,000 gallons of butane

;

for the second year the minimum amounts were

500,000 barrels of oil and 1,450,000 gallons of bu-

tane ; for each contract year thereafter the minimum

amounts were 500,000 barrels of oil and 1,700,000

gallons of butane. The Hilo Gas Company, Limited

(hereinafter called Hilo Gas), distribution system,

after its conversion to butane air in 1951, used in

excess of 500,000 gallons of butane annually, ac-

counting for about one-third of the total butane

sales of Refiners.
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IV.

Hilo Gas was organized as a corporation under

the laws of the Territory of Hawaii in 1927. It en-

gaged in the business of manufacturing gas from

oil and distributing it through gas mains in the

City of Hilo. It was a public utility subject to regu-

lation by the Public Utilities Commission. In 1948

and 1949 the company lost money and was in finan-

cial difficulty. In the spring of 1950, Mr. A. E.

Englebright, who w^as then the general manager of

Refiners, was approached by Mr. Orlando Lyman,

the president and the largest stockholder of Hilo

Gas, for assistance in solving the problems of Hilo

Gas. The proposition was made that Hilo Gas cease

the manufacture of gas from oil and buy butane

from Refiners, which Hilo Gas would then dis-

tribute through its gas mains in the City of Hilo

as a public utility. This would save manufacturing

costs and reduce gas rates to a point where they

might be competitive with electric rates. The min-

utes of the Executive Committee of Refiners for

May 10, 1950, state:

"The General Manager and the Secretary re-

viewed the findings of their recent trip to Ha-

waii taken for the T)urpose of determining the

best outlet for butane on that island. It was

reported that the Hilo Gas Company wished to

enter into an arrangement whereby they would

convert their manufactured gas facilities to a

butane-air or butane-vapor operation and that,

in conjunction with this, tliey wished to o])tain
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a franchise for the distribution of butane

throughout the entire Island of Hawaii."

The feasability of the Hilo Gas plan depended to

some extent on the condition of its gas mains. Mr.

Englebright sent Mr. L. L. Gowans, chief engineer

of Honolulu Gas, to Hilo to make a survey. Mr.

'Gowans made a report, dated June 14, 1950, which

concluded that the gas mains were in adequate con-

dition and that it would be entirely feasible and

desirable to distribute a butane air mix in the Hilo

Gas distribution system without too great a loss in

leakage. After these reports and conversations with

the principals. Refiners, on August 7, 1950, made a

proposal to Mr. Lyman that it supply Hilo Gas

with butane at 16c per gallon, based on the present

posted price of butane in San Francisco. Refiners

would also provide equipment and appurtenances

for butane air installation at the Hilo plant at a

cost of approximately $25,000, to be repaid by Hilo

Gas through an additional Ic per gallon payment

for all butane used in its system. Mr. Lyman ex-

pressed interest in this proposal, but in addition

wished to acquire the franchise for distribution of

*' Isle-Gas" (Refiners' trade name for butane which

it distributed in tanks or containers for use by rural

customers) throughout the Island of Hawaii at the

price quoted for use in the Hilo Gas mains. On
August 31, 1950, Mr. Englebright wrote Mr. Lyman

that Refiners could not go along with his proposal

to include the North Hilo and Puna districts with

Hilo proper for a combination utility and non-
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utility operation, with butane to be supplied at the

price which Refiners had proposed for Hilo Gas

only. He said that Refiners \vas prepared to go

ahead with the conversion proposal stated in the

letter of August 7, but that it could not guarantee

that Isle-Gas installations (which would be han-

dled by other parties) would not compete directly

with Hilo Gas service. This might be serious, said

Mr. Englebright, as the cooking load (the only prof-

itable load of Hilo Gas) could be served more

cheaply with Isle-Gas than with gas from the mains

of Hilo Gas. Mr. Englebright suggested that it

might be wisest for Hilo Gas to discontinue opera-

tions as a public utility (that is, distribution of gas

through city gas mains) and instead convert all

appliances of its customers to a butane-vapor opera-

tion, hooking them up to butane tanks (Isle-Gas).

He said that he thought that this would cost about

$125,000, but would be a successful operation. This

alternative proposal was not acceptable to Mr. Ly-

man. However, about the middle of September,

1950, Mr. Lyman offered to sell his stock in Hilo

Gas to Refiners or to Honolulu Gas. With the ex-

ception of the foregoing negotiations with Refiners,

neither Mr. Lyman nor any other of the stock-

holders or management of Hilo Gas had any plans

for renovation or conversion of the Hilo Gas sys-

tem or the abandonment or scrapping of the man-

ufactured gas plant.

V.

On September 16, 1950, the Executive Committee
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of Refiners met to consider Mr. Lyman's proposal.

The minutes of this meeting state:

"The manager stated that we had been ap-

proached by the majority stockholder [Mr. Ly-

man] of the Hilo Gas Company with the pro-

posal that he dispose to us his holdings of that

company, at a price that appeared to be ad-

vantageous from our standpoint. Another stock-

holder [Mr. Hutchinson] has slightly less than

30% of the balance of shares of Hilo Gas Com-

pany and it seems likely that they could be ob-

tained for a reasonable price. Together the two

holdings would more than exceed the 75% re-

quired to liquidate the corporation."

Mr. Englebright reviewed the advantages of the

purchase of the Hilo Gas stock to provide an as-

sured outlet for butane on the Island of Hawaii.

He stated that in view of Refiners' commitment to

Standard to purchase minimum amounts of butane,

it was necessary or highly desirable to obtain this

Hilo outlet, ]3lus the non-utility business of Hilo

Gas—the distribution of liquefied petroleum gas

(called "Rock Gas") in tanks to rural customers

beyond the city gas mains. Also, Refiners' new re-

finery was scheduled for completion in the fall of

1950 (actually completed in December), and it was

necessary to find outlets for its butane production.

Mr. Englebright stated that unless an attempt was

made to perpetuate Hilo Gas, it would probably be

dissolved (particularly as certain of its stockholders
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were also interested in the Ililo Electric Company),

and this would serve as an obstacle to expanding

gas sales, not only in Hilo, but also in other parts

of the Island of Hawaii. Purchase of the stock

would also assure Refiners of control of the non-

utility C^Rock Gas"*) business of Hilo Gas in the

outlying districts of the Island of Hawaii. Another

meeting of the Executive Committee of Refiners was

held on September 26, 1950, at which the Hilo Gas

situation was discussed. On September 27, 1950, at

a meeting of the Board of Directors of Honolulu

Gas, management presented a plan for the purchase

of the utility assets of Hilo Gas. At this meeting a

motion was adopted authorizing the acquisition of

the assets of Hilo Gas at a price not to exceed

$75,000, subject to the approval of the Public Util-

ities Commission. On October 3, 1950, an option was

obtained by Refiners from Mr. Lyman granting to

Refiners an option to purchase his shares for $35,000

for a period of seven days from the date of the

option, subject to the condition that the purchaser

obtain options to purchase not less than 75% of

each of the outstanding classes of stock of Hilo Gas.

There were 2,283 shares of 8% preferred stock,

1,929 shares of 7% preferred stock and no common
stock outstanding. Both the 8% preferred stock and

the 7% preferred stock were voting shares. Mr.

Lyman owned 1,431 shares of the 8% preferred

**'Rock Gas" was the trade name for the liquefied

petroleum gas distributed by Hilo Gas. It was sub-

stantially similar to and competitive with Refiners'

product known as ''Isle Gas."
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stock and 865 shares of the 7% preferred stock.

Also on October 3, 1950, Refiners obtained a similar

option from Mr. Hutchinson, who owned 747 shares

of 8% preferred stock and 492 shares of 7% pre-

ferred stock, for a price of $18,832.80. On October

5, 1950, the Board of Directors of Refiners author-

ized the purchase by it of all of the stock of Hilo

Gas.

VI.

The Hilo Gas stock was purchased by Refiners,

rather than by Honolulu Gas, because Refiners, as

the distributor of butane, had the primary interest

in securing the Hilo market. On August 31, 1950,

Mr. Englebright had reconmiended to Mr. Lyman
that, as other solutions had failed, Hilo Gas should

discontinue the distribution of gas through mains

and distribute butane in tanks to customers. This

would have resulted in a non-utility business of no

interest to Honolulu Gas, but would have left Hilo

Gas as a large butane customer of Refiners. Also,

Refiners wished to acquire the non-utility "Rock

Gas" business of Hilo Gas in outlying districts on

the Island of Hawaii. Another reason for the pur-

chase of the stock by Refiners, rather than by Hono-

lulu Gas, was that an order of the Public Utili-

ties Commission would have been necessary before

Honolulu Gas could act to purchase the stock,

whereas no such order was required in the case of

Refiners, which was not a public utility, and it was

the view of the management of Refiners that quick

action was necessary. Further, the purchase of Hilo
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Ciras stock by Honolulu Gas would have made the

latter company a public utility holding company

under federal law, a situation which Honolulu Gas

wished to avoid.

VII.

The stock of Messrs. Lyman and Hutchinson was

sold to Refiners on October 6, 1950. At about the

same time Refiners also purchased the largest blocks

of stock held by other stockholders. On October 21,

1950, a letter was sent to the remaining stockhold-

ers of Hilo Gas offering to purchase their shares at

the same price, and pursuant to this offer. Refiners

purchased before October 25 most of the outstand-

ing shares of both classes held by minority stock-

holders. Prior to October 25, 1950, Refiners had

acquired 95% or more of the outstanding capital

stock of Hilo Gas. On October 25, 1950, the general

manager reported to the directors of Refiners that

96% of the stock of Hilo Gas had been acquired by

Refiners—all but 164 shares. At a hearing before

the Public Utilities Commisison on October 26, 1950,

Mr. K. A. Conningham, Assistant Treasurer of Re-

finers, testified that Refiners had purchased ap-

proximately 95% of the capital stock of Hilo Gas

from various stockholders and that the acquisition

was completed "about ten days ago." Refiners never

acquired more than 1,872 of the 1,929 outstanding

shares of the 7% preferred stock of Hilo Gas and

did not acquire the last minority-owned share of the

8% preferred stock until shortly before the dissolu-

tion of Hilo Gas in September, 1956. The total cost
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to Refiners of the Hilo Gas stock purchased by it

was $63,897.20.

VIII.

Under the Hawaii law, no public utility may sell,

lease, assign, mortgage or otherwise dispose of or

encumber the whole or any part of its road, line,

plant system or other property necessary or useful

in the performance of its duties to the public with-

out first having secured from the Public Utilities

Commission an order authorizing it to do so, and

every such sale, lease, assignment, mortgage, dispo-

sition or encumbrance made other than in accord-

ance with the order of the Commission shall be

void (§104-18, RLH 1955). On October 20, 1950,

Hilo Gas filed a petition with the Public Utilities

Commission in which it recited that it proposed to

sell all of its assets, except its merchandise, goods,

notes and accounts receivable related to the appli-

ance sales business and its liquefied petroleum gas

business, to Honolulu Gas for approximately $60,-

000, the exact price to be determined at its meeting

of stockholders called to approve of such sale. The

hearing on this application was held on October 26,

1950, at which the applicant presented its case. The

Commission issued an order dated October 26, 1950,

which was filed November 15, 1950, authorizing

Hilo Gas to sell its utility assets to Honolulu Gas

for a total consideration of approximately $64,000,

consisting of a cash payment of approximately

$46,000 and the assumption by the purchaser of

outstanding utility liabilities in the amount of ap-
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proximately $18,000. A copy of said order is at-

tached hereto as Exhibit 1 and made a part hereof.

IX.

Under the Hawaii law, the sale of substantially

all of the property of a corporation requires the

affirmative vote of three-fourths of all stock issued

and outstanding and having voting power (§170-30,

RLH 1955). At a meeting held October 31, 1950,

the stockholders of Hilo Gas, by the necessary vote,

authorized the sale of the utility assets of the com-

pany to Honolulu Gas and the sale of the appliance

and liquefied petroleum gas business and assets to

Refiners. On October 31, 1950, Hilo Gas executed a

bill of sale transferring to Refiners for $18,500 the

merchandise, bottled gas and gas appliances and the

notes and accounts receivable relating to the appli-

ance sales business and the liquefied petroleum gas

business. On October 31, 1950, Hilo Gas and Hono-

lulu Gas executed an instrument whereby Hilo

Gas conveyed to Honolulu Gas for $46,000 its util-

ity manufacturing plant and equipment, its distri-

bution system and other utility assets, and Honolulu

Gas assumed the liabilities of Hilo Gas. Possession

of these assets was not taken by the purchasers un-

til after October 31, 1950.

X.

On October 31, 1950, Hilo Gas sold assets ha^dng

a basis for tax purposes of $211,684.90 to Honolulu

Gas and Refiners for a total consideration of $88,-
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754.32. Said consideration consisted of cash in the

amount of $46,000 paid by Honolulu Gas, cash in

the amount of $18,500 paid by Refiners and assump-

tion of liabilities in the amount of $25,254.32 by

Honolulu Gas. Honolulu Gas acquired cash, land,

buildings and improvements, manufacturing plant,

distribution system, machinery and equipment and

a portion of the accounts receivable, inventories and

supplies. Refiners acquired merchandise, supplies,

notes and accounts receivable and inventories relat-

ing to the gas appliance sales business and the lique-

fied petroleum gas business. The land, cash, accounts

receivable, merchandise, inventories and supplies

were sold at their net book value, so no gain or loss

was realized on such sale. The buildings and im-

provements, the manufacturing plant and equip-

ment, the distribution system and the related facili-

ties (all utility assets) were sold to Honolulu Gas

at $122,930.58 less than their net book value. Said

utility assets sold to Honolulu Gas consisted of

*' property used in the trade or business" as defined

in Section lll(j)(l). Internal Revenue Code of

1939.

XI.

After the Public Utilities Commission approved

the sale of the utility assets of Hilo Gas to Hono-

lulu Gas, the necessary facilities for converting the

Hilo system to butane air were ordered. The conver-

sion of the system was completed in March of 1951,

and on April 1, 1951, butane air gas was first sup-

plied to the City of Hilo. Until April 1, 1951, all
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of the gas furnished to the City of Hilo was man-

ufactured in the old pUant of Hilo Gas. The old

plant was retained as a stand-by facility for a

month or so after April 1, 1951, until it could be

ascertained that the butane air system was operat-

ing properly. Thereafter, such of the manufacturing

facilities of the old plant as were not used in the

butane air system were abandoned, scrapped or

transferred to the Honolulu Division of Honolulu

Gas. The gas mains and distribution system of Hilo

Gas were continued in use by Honolulu Gas. Hilo

Gas had never claimed an obsolescence or abandon-

ment loss for tax purposes on any of the utility

assets sold by it to Honolulu Gas on October 31,

1950. The utility assets sold to Honolulu Gas on

October 31, 1950, and abandoned, scrapped or trans-

ferred to the Honolulu Division by Honolulu Gas

after April 1, 1951, were as follows

:

Net Book Value at
Class of Assets October 31, 1950

Boiler Plant Equipment $ 10,684.48

Equipment and Generators 22,688.88

Purification Equipment 9,976.69

Other Production Equipment 5,485.52

Pumping Equipment 2,568.15

Service Equipment 1,435.93

Total $ 52,839.65

Utility assets (other than cash, receivables, inven-

tories and supplies) sold to Honolulu Gas on Octo-

ber 31, 1950, which were continued in use in the

Hilo operations of Honolulu Gas after April 1,

1951, were as follows:
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Net Book Value at
Class of Assets October 31, 1950

Structures and Improvements $ 11,608.95

Production Equipment 4,588.30

Storage Plant 6,309.92

Gas Mains 42,180.91

Pumping Equipment 2,281.00

Service Equipment 13,793.03

Meters 18,671.57

Office Equipment 4,199.60

Shop Equipment 39.62

"Warehouse 2,396.43

Leasehold Improvements 472.77

Tools and Equipment 1,271.60

Transportation Equipment 5,821.45

Total $113,635.15

XII.

As a result of the sale of said utility assets to

Honolulu Gas for $122,930.58 less than their net

book value, Hilo Gas claimed a net operating loss

of $117,792.57 for 1950.

XIII.

The taxable year of both Refiners and Hilo Gas

was the calendar year. Refiners and Hilo Gas filed

consolidated federal income tax returns for the

years 1950, 1951, 1952 and 1953. Refiners and Hilo

Gas filed separate returns for the years 1954 and

1955. Both companies filed separate Territorial in-

come tax returns for the years 1950-1955, inclusive.

XIV.

In the year 1950, Refiners suffered a loss of $93,-

092. In 1951, it had a net income of $17,445 and in

1952, $39,147. It did not have to pay any federal or
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Territorial income taxes in those years. In 1953, it

had a net income before income taxes of $206,397.20

and after income taxes (as reported) of $167,229.

In 1954, it had a net income before income taxes of

$215,735.66 and after income taxes (as reported) of

$104,977. All of the foregoing figures are on an

unconsolidated basis.

XV.
Hilo Gas filed annual Corporation Exhibits re-

quired by Territorial law for the the years 1950-

1955. In 1951, it reported on this exhibit total in-

come of $19,294.16, total expenses of $18,324.96 and

a net income (before taxes) of $969.20. In 1952, it

reported a total income of $10,732.76, total expenses

of $10,273.26 and a net income (before taxes) of

$459.50. In 1953, it reported a total income of

$8,600.00, total expenses of $5,830.71 and a net in-

come (before taxes) of $2,769.29. In 1954, it re-

ported total income of $8,600.00, total expenses of

$6,009.25 and net income (before taxes) of $2,590.75.

In 1955, it reported total income of $8,700.00, total

expenses of $6,063.04 and net income (before taxes)

of $2,636.96. Hilo Gas was dissolved effective Sep-

tember 18, 1956.

XVI.

At the time of the acquisition of the stock of

Messrs. Lyman and Hutchinson on October 6, 1950,

no consideration was given by Refiners to the tax

aspects of the transaction. The officials of Refiners

did not know what the book value of the Hilo Gas

assets was, and the Hilo Gas books were not made

available to Refiners until after the decision had
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been made to purchase the Lyman and Hutchinson

stock. Mr. Lyman has stated that the principal pur-

pose on taking over Hilo Gas was to sell butane not

then used by Hilo Gas.

"As far as I know, no investigation was made
into the accumulated losses of Hilo Gas or was the

matter discussed at any time between Mr. Engle-

bright and myself during the negotiations. The pur-

pose of the purchase of Hilo Gas Co. was to do

away with the old manufactured gas plant and re-

place it with butane shipped in from Pacific Re-

finers." (Letter of August 27, 1956.)

''Mr. Englebright and I at no time discussed the

book value of the assets of Hilo Gas Company.

"It is also my recollection that your accounting

staff did not arrive in Hilo until the day I left the

company after the sale. This timing I recollect, as

pay for my vacation time was left up to your staff.

They refused payment. This incident, I believe,

helps to place the correct timing of your account-

ant's access to the books. Mr. Englebright did not

look over the books at any time before the pur-

chase." (Letter of September 17, 1956.)

XVII.

It was not until November, 1950, that Refiner's

obtained advice on the tax aspects of the transac-

tion. Mr. J. C. Rosebrook, the Treasurer of Refiners,

consulted with Mr. H. C. Dunn, of Cameron, Ten-

net and Greaney, who wrote an opinion dated No-

vember 15, 1950, pointing out that the loss on the
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sale to Honolulu Gas would be an allowable deduc-

tion in a consolidated return filed by Refiners and

Hilo Gas, but that this would not be an immediate

benefit because Refiners did not have any net in-

come. Mr. K. A. Conningham, treasurer of Honolulu

Gas, consulted with Mr. A. L. Castle, of Messrs.

Robertson, Castle & Anthony, concerning the tax

aspects of the Hilo Gas transaction. Mr. Castle ad-

vised (opinion dated November 13, 1950, and mem-

orandmn dated November 11, 1950) that Honolulu

Gas could not acquire the Hilo Gas assets at their

book value under Sections 112(b) (6) and 113(a) (5)

in order to take advantage of the loss sustained on

the abandonment of the manufacturing plant. ''If

in advance the two sections of the Code had been

considered whether we would have any ground to

stand on is difficult to say * * *."

XVIII.

The original plan of the new controlling stock-

holder (Refiners) of Hilo Gas had been to sell the

utility assets to Honolulu Gas, to sell the remaining

assets to Refiners and to dissolve the corporation at

such time as the directors of that company deter-

mined in their discretion to be convenient. Actually,

Hilo Gas did not sell or distribute all its assets in

1950, and, in fact, it continued its corporate exist-

ence and activities until September 18, 1956, when

it was dissolved by order of the Treasurer of the

Territory of Hawaii. It continued to file the An-

nual Corporate Exhibit required by the Territorial

Corporation Laws, to hold annual meetings of stock-
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holders, to hold periodic meetings of directors, to

have an independent auditor, to file federal and ter-

ritorial income tax returns, to pay income taxes, to

own property, to receive income and to pay ex-

penses.

XIX.

On October 31, 1950, Hilo Gas sold to Honolulu

Gas its utility assets for $46,000 and the assump-

tion of liabilities. On the same date it transferred

its merchandise and liquefied petroleum gas busi-

ness to Refiners for $18,500. Hilo Gas retained cer-

tain assets in addition to the $64,500 cash received

from the sale of its properties. These assets in-

cluded merchandise parts inventory (for older types

of appliances) amounting to $1,010.64, certain ac-

counts receivable, and a lease of an office building

in Hilo. The Hilo Gas balance sheet as of December

31, 1950, shows assets as follows: cash in bank

—

$14,498.76; notes receivable (Refiners—1% interest)

$50,000; accounts receivable (other) $531.30; inven-

tory $904.60; total $65,934.65. On the same date the

balance sheet shows accounts payable of $647.97 and

other current and accrued liabilities of $106.80, or

total current liabilities of $754.77.

XX.

Until September, 1951, Hilo Gas maintained the

payrolls, paid the office rent, and provided various

other services for Refiners and Honolulu Gas on a

cost-plus basis, the cost representing only enough to

operate and not including the overhead. In Septem-
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ber, 1951, the payroll was transferred to the main

office of Honolulu Gas in Honolulu. Hilo Gas main-

tained a bank account with the Hilo branch of

Bishop National Bank until its dissolution in 1956.

On April 15, 1955, it entered into a ten-year lease

of a butane distribution site with Hilo Sugar Plan-

tation Company. On January 4, 1951, it entered into

a lease of an office building at 202-206 Kamehameha

Avenue, Hilo, with Adele F. Amiel for a period of

two years with an option to renew for five years at

a rental of $500 per month. This lease was surren-

dered in November of 1952. On October 15, 1952,

Hilo Gas entered into a lease of an office building

at 510 Kamehameha Avenue, Hilo, with C. L. Chow,

et al., for a period of five years at a rental of $275

per month. This lease was assigned to Honolulu Gas

in 1956 prior to dissolution, with the consent of the

lessors. During the period it held these office build-

ing leases, Hilo Gas subleased space to Honolulu

Gas and Refiners for their Hilo offices. During the

period from October 31, 1950, to 1956, Hilo Gas

received rental, interest and merchandising income

and paid expenses, including a secretary's salary,

lease expenses, office supplies, janitor service, direc-

tors' fees, pensions to retired employees and federal

and territorial taxes. Its income and expenses for

the years 1951-1955 are given in Paragraph XV
above. Copies of the Annual Corporation Exhibits

of Hilo Gas for the years ended December 31, 1951,

December 31, 1952 and December 31, 1953, are at-

tached hereto as Exhibit 2 and made a part hereof.
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XXI.
On several occasions after 1951, the question of

liquidating Hilo Gas was raised by various of the

directors, but it was decided to maintain its corpo-

rate existence in view of the possible uses that

might be made of the corporation. At one time dis-

cussions were held with the Bishop National Bank
relative to the possibility of financing liquefied pe-

troleum gas tank purchases through Hilo Gas. Dis-

cussions were also held with J. Barth & Co. in San

Francisco and the Secretary of the Territorial Re-

tirement System with respect to financing through

Hilo Gas. The reason that Hilo Gas entered this pic-

ture was the fact that lending institutions were gen-

erally prohibited from investing in corporations of

a relatively few years' existence, and as Refiners

had experienced difficulty in financing for this rea-

son, it was thought that Hilo Gas, with its longer

record of corporate existence, might be useful. In

addition, the possibility of giving Hilo Gas a fran-

chise for the distribution of Isle-Gas on the Island

of Hawaii was considered.

XXII.

Refiners included the net loss from the sale in

October, 1950, of the utility assets of Hilo Gas to

Honolulu Gas in computing the net operating loss

carry-over to subsequent years, in the consolidated

income tax returns timely filed for Refiners and

Hilo Gas. The Commissioner of Internal Revenue

has disallowed this item. The explanation given in

the statement attached to the 150-day letter of the
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Appellate Division dated May 15, 1957, is as fol-

lows :

''On your return for the calendar year 1953, you claimed a net

operating loss deduction of $145,325.46. Included in this figure

is an amount of $116,405.64 allegedly representing a net loss

carry-over of Hilo Gas Company, Ltd., originating in the year

1950, computed as follows:

Purported loss from sale of utility

assets to Honolulu Gas Com-

pany, Ltd., on October 31, 1950.. $122,930.58

Less

:

Net operating profit—Hilo Gas

Company, Ltd.—1950 $5,138.01

Net operating profit—Hilo Gas

Company, Ltd.—1951 969.20

Net operating profit—Hilo Gas

Company, Ltd.—1952 417.73 6,524.94

Net operating loss carry-over

claimed as deduction in 1953 $116,405.64

Affiliation with Hilo Gas Company, Ltd., oc-

curred some time- in October, 1950.

''It is held that, in substance, no deductible loss

was sustained as the result of the sale of the utility

assets of Hilo Gas Company, Ltd., to Honolulu Gas

Company, Ltd., in 1950. In the event that a loss was

sustained as a result of this transaction, it is held

that such loss may not be included as a part of a

consolidated net loss reported on a consolidated

return filed by Pacific Refiners, Ltd., as a parent,

and Hilo Gas Company, Ltd., as subsidiary, for the

calendar year 1950 since the loss, if any, was sus-

tained in, or was allocable to, the period prior to

affiliation and before the consolidation became eifec-
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tive. Accordingly, the net loss, if any, sustained as

the result of the sale of the utility assets of Hilo

Gas Company, Ltd., to Honolulu Gas Company,

Ltd., in the year 1950 may not be claimed as a part

of the net operating loss deduction against the in-

come of Pacific Refiners, Ltd., in the year 1953.

The deduction claimed of $116,405.64 is, therefore,

disallowed.
'

'

XXIII.

On June 4, 1957, plaintiif, as Trustee for the

creditors and stockholders of Refiners, paid a de-

ficiency of $58,472.39, together with interest of $11,-

301.99, assessed against Refiners by the Commis-

sioner for 1953 on account of his disallowance of

the carry-over to 1953 of the net operating loss suf-

fered by Hilo Gas in 1950 upon the sale of the util-

ity assets to Honolulu Gas. Said payment was made

to the District Director of Internal Revenue in

Honolulu.

XXIV.
On August 28, 1957, jDlaintiff, as Trustee for the

creditors and stockholders of Refiners, filed a duly

executed Claim for Refund (Form 843) with the

District Director of Internal Revenue in Honolulu

for the year 1953 covering said principal amount

of $58,472.39 and said payment of interest of $11,-

301.99. Said Claim for Refund was filed within the

time prescribed by Section 6511, Internal Revenue

Code of 1954 and its predecessor sections of the

Internal Revenue Code of 1939. The form and con-

tents of said Claim satisfy the requirements of the

applicable Treasury Regulations.
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XXV.
On October 23, 1957, a Notice of Disallowance

in full of plaintiff's Claim for Refund of $69,774.38

for the year 1953 was mailed to plaintiff by regis-

tered mail by the District Director of Internal Rev-

enue, Honolulu, as provided in Section 3772(a),

Internal Revenue Code of 1939.

XXVI.
No amount has been paid or refunded to plaintiff

on account of said sums of $58,472.39 (principal)

and $11,301.99 (interest) claimed as income tax and

interest by defendant for the taxable year 1953 and

assessed and collected by defendant from plaintiff.

XXVII.
The stockholders of Refiners on November 25,

1955, adopted a plan of complete liquidation which

provided for the sale of the refinery facilities to

Standard, the sale of the Isle-Gas business and re-

lated assets to Honolulu Gas and the liquidation and

dissolution of the corporation. Pursuant to this plan,

the refinery facilities were sold to Standard on De-

cember 6, 1955, and the Isle-Gas business and assets

w^ere sold to Honolulu Gas on December 31, 1955.

Thereafter, and within a period of twelve months

from the date of adoption of the plan of liquida-

tion, the affairs of the corporation were wound up,

all of the assets of the corporation were distributed

in complete liquidation, less assets retained to meet

claims, and the corporation was dissolved by order

of the Treasurer of the Territorv of Hawaii on
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November 19, 1956. No gain or loss to Refiners was
recognized on the sale of its assets to Standard and
Honolulu Gas as aforesaid, pursuant to the provi-

sions of Section 337, Internal Revenue Code of

1954.

XXVIII.
In its tax return for the year 1955, Refiners

claimed a deduction for organization expenses of

$43,163.48. Included therein was the amount of $30,-

678.62 relating to expenses in connection with the

issue of capital stock, $9,259.74 in 1950 and $21,-

418.88 in 1951. With respect to this item, the state-

ment attached to the Appellate Division 150-day

letter dated May 15, 1957, states

:

*'It is held that these expenses incurred in mar-

keting your capital stock do not constitute organiza-

tion expenses but serve to reduce the proceeds de-

rived from the sale of the stock and are properly

chargeable against the paid-in capital. The deduc-

tion of $30,678.62 claimed is, therefore, disallowed."

XXIX.
Refiners in its 1955 income tax return claimed a

deduction for accrued territorial net income taxes

of $67,648.77, based on the net income reportable

for territorial net income tax purposes, which in-

come included (1) the gain from the sale of refinery

facilities and related assets to Standard and (2)

the gain from the sale of the Isle-Gas business and

related assets to Honolulu Gas in December, 1955.

The total territorial income tax paid by Refiners for

the calendar year 1955 was $74,408.15, of which
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$59,089.97 was paid at the time of filing its return

and $15,318.18 was paid in 1956 as the result of a

deficiency assessed by the Territorial Tax Collector

in that year. The Commissioner has disallowed the

portion of the Territorial net income tax allocable

to the gain from the sale of the foregoing assets

under the provisions of Section 265 of the Internal

Revenue Code of 1954, stating in his 150-day letter

that said section ''prohibits the deduction of ex-

penses allocable to income exempt from federal in-

come tax." The amount of the total territorial net

income tax of $74,408.15, allocable to these gains

and disallowed by the Commissioner for federal in-

come tax purposes, was $61,061.59.

XXX.
The Commissioner assessed a deficiency of $51,-

468.20, together with interest of $3,850.97, against

Refiners for 1955, principally because of his disal-

lowance of the capital stock expense ($30,678.62) and

his disallowance of 1955 Territorial income taxes

($61,061.59) as set forth above. Plaintiff, as Trustee

in dissolution of Refiners, paid said deficiency and

interest to the District Director of Internal Revenue

in Honolulu as follows : $35,670.31 on June 4, 1957

;

$1,560.73 on July 26, 1957 ; and the balance of $18,-

088.13 by credit on July 23, 1957.

XXXI.
On August 28, 1957, plaintiff, as Trustee for the

creditors and stockholders of Refiners, filed a duly

executed Claim for Refund (Form 843) with the
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District Director of Internal Revenue in Honolulu

for the year 1955 in the amount of $51,219.79 plus

interest of $3,753.77, or a total of $54,973.56. Said

Claim for Refund was filed within the time pre-

scril^ed by Section 6511, Internal Revenue Code of

1951. The form and contents of said Claim satisfy

the requirements of the applicable Treasury Regu-

lations.

XXXII.
On October 23, 1957, a Notice of Disallowance

in full of plaintiff's Claim for Refund of $54,973.56

for the year 1955 was mailed to plaintiff by regis-

tered mail by the District Director of Internal

Revenue, Honolulu, as provided in Section 6532

(a)(1). Internal Revenue Code of 1954.

XXXIII.
No amount has been paid or refunded to plain-

tiff of said sums of $51,219,79 (principal) and $3,-

753.77 (interest) claimed as income tax and interest

by defendant for the taxable year 1955 and assessed

and collected by defendant from plaintiff.

Dated: Honolulu, T. H., this 28th day of Novem-

ber, 1958.

HAAYAIIAN TRUST
COMPANY, LIMITED,

A Hawaii Corporation, Trustee for the Creditors

and Stockholders of Pacific Refiners, Limited,

a Dissolved Hawaii Corporation;

By /s/ MARSHALL M. GOODSILL,
Attornev for Plaintiff.
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UNITED STATES OF
AMERICA,

By /s/ LOUIS B. BLISSARI),
United States Attorney, District of Hawaii; Attor-

ney for Defendant.

EXHIBIT No. 1

Before the Public Utilities Commission

of the Territory of Hawaii

Docket No. 1108

In the Matter of the Application of

HILO GAS COMPANY, LIMITED, for Authority

to Sell Its Utility Assets.

Order No. 708

This matter came before the Commission upon

application of Hilo Gas Company, Limited, herein-

after referred to as the "Company" or "Appli-

cant," filed October 20, 1950, wherein Applicant re-

quests authority to sell its utility assets, including

its franchise, to Honolulu Gas Company, Limited.

The application was before the Commission at a

hearing held on October 26, 1950. J. Garner An-

thony, Esq., of the firm of Robertson, Castle and

Anthony, appeared for the Applicant; Michiro

Watanabe, Es^., Assistant Attorney Oonoral, ap-

peared for the Commission.
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The Company presented its case consisting of its

application and the testimony of three witnesses^.

The Commission's staff did not submit a report in

the matter as it had received the application only

six days prior to the hearing; however, the staff

advised the Commission of its full knowledge of all

matters related to the application and recommended

approval thereof.

Applicant proposes to sell, assign, transfer and

convey to Honolulu Gas Company, Limited, for a

total consideration of approximately $64,000, all of

its utility assets, including its franchise, but exclud-

ing its non-utility assets, which consist of merchan-

dise, goods, notes and accounts receivable related to

its appliance sales business and liquefied petroleum

gas business.

The record shows that the Honolulu Gas Com-

pany, Limited, has agreed to purchase the utility

assets of Applicant on the terms set forth herein-

above, upon approval of the Company's application

by this Commission. The record further shows that

the present gas manufacturing plant of Applicant

is obsolete, that its production costs are high, that

the cost of a new manufacturing gas plant is pro-

hibitive, and that the Honolulu Gas Company, Lim-

ited, upon approval of the proposed sale and acqui-

sition, plans to abandon Applicant's present gas

manufacturing plant and to employ its distribution

system in distributing a butane-air gas, as soon as

lA. E. Englebright, K. A. Conningham, L. L.

Gowans.
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the necessary work of conversion can be accom-

plished.

The Commission, having considered the entire

record herein and being fully advised in the prem-

ises, is of the opinion and finds that the proposed

sale of Applicant's utility assets to the Honolulu

Gas Company, Limited, is in the public interest.

It also appears in the public interest that the pro-

posed sale be consummated at the earliest possible

date. The Commission will, therefore, authorize

Applicant to sell its utility assets to the Honolulu

Gas Company, Limited, immediately.

Now, therefore, it is hereby

Ordered: That Applicant be and it is hereby

authorized to sell, assign, transfer and convey all

of its utility assets, including its franchise, to the

Honolulu Gas Company, Limited, for a total con-

sideration of approximately $64,000, consisting of a

cash payment of approximately $46,000 for its util-

ity assets and the assumption by the purchaser of

outstanding utility liabilities in the amount of ap-

proximately $18,000.

Done at Honolulu, City and County of Honolulu,

Territory of Hawaii, this 26th day of October, 1950.

PUBLIC UTILITIES COMMISSION OF THE
TERRITORY OF HAWAII,

By /s/ J. H. HUGHES,
Acting Chairman;
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By /s/ LEO G. LYCURaUS,
Commissioner

;

By /s/ J. M. O'DOWDA,
Commissioner

;

By /s/ F. G. MANARY,
Commissioner

;

By /s/ A. C. BAPTISTS, JR.,

Commissioner.

Attest

:

I, Jean Kenny Bradford, Executive Secretary of

the Public Utilities Commission of the Territory of

Hawaii, do hereby certify that the foregoing Order

No. 708 is a full, true and complete copy of original

on file in the office of the Commission.

/s/ JEAN KENNY BRADFORD,
Secretary.

[Endorsed]: Filed November 15, 1950, Public

Utilities Commission, T. H.
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[Title of District Court and Cause.]

STIPULATION WITH RESPECT TO
QUESTIONS OF LAW

It is hereby stipulated and agreed by and between

the parties hereto through their respective attorneys

that the following are the questions of law raised in

this case, upon which the parties are in disagree-

ment, and that these are the only questions of law

involved

:

First Issue

Can the net operating loss suffered by Hilo Gas

Company, Limited, in 1950 be carried forward by

its parent, Pacific Refiners, Limited, on a consoli-

dated return basis to the year 1953?

The position of the taxpayer is that, under the

plain terms of the statute (Sec. 141, Internal Rev-

enue Code of 1939) and the Consolidated Return

Regulations, Pacific Refiners, Limited, is entitled

to carry forward the Hilo Gas 1950 loss as a con-

solidated net operating loss to 1953; that there was

a sound business purpose for the acquisition of con-

trol of Hilo Gas by Pacific Refiners and that there

was no tax evasion or avoidance purpose.

The position of the government is that the carry

forw^ard can be denied because the ^'principal pur-

pose" of the acquisition of control of Hilo Gas was

tax evasion or avoidance within the meaning of

Section 129 of the Internal Revenue Code of 1939
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or because there was no '^ business purpose" for the

acquisition or because there was no '' economic loss"

to the parent corporation.

Second Issue

Can Pacific Refiners, Limited, deduct in the year

of its liquidation expenses of selling its capital

stock?

The taxpayer's position is that these expenses

are deductible in the year of complete liquidation.

The government's position is that these expenses

are not deductible in any year.

Third Issue

Can Pacific Refiners, Limited, deduct in 1955

Territory of Hawaii income taxes allocable to gain

from the sale of its properties realized in 1955 but

not recognized for federal income tax purposes by

reason of Section 337 of the Internal Revenue Code

of 1954?

The taxpayer's position is that the Hawaii income

taxes are deductible under Section 164(a) of the

Internal Revenue Code of 1954 and that Section 265

of the Internal Revenue Code of 1954 is not appli-

cable.

The government's position is that Section 265 is

applicable, and that for this reason the deduction

for Territorial taxes was correctly disallowed.



vs. United States of America 71

Dated : Honolulu, Hawaii, September 2, 1959.

HAWAIIAN TRUST
COMPANY, LIMITED,

A Hawaii Corporation, Trustee for the Creditors

and Stockholders of Pacific Refiners, Limited,

a Dissolved Hawaii Corporation;

By /s/ MARSHALL M. GOODSILL,
Attorney for Plaintiff.

UNITED STATES OF
AMERICA,

By /s/ LOUIS B. BLISSARD,
United States Attorney, District of Hawaii; Attor-

ney for Defendant.

Filed: September 2, 1959.

[Endorsed] : Filed September 2, 1959.

[Title of District Court and Cause.]

OPINION AND JUDGMENT

While counsel for the plaintiff has shown consid-

erable industry and ingenuity in presenting his

arguments, that industry and that ingenuity have

not availed to counterbalance the essentially tenuous

character of his reasoning.

In contrast, the defendant's position is simple,

clear, and based upon elementary logic, as well as
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being supported by statute law and the applicable

Treasury Regulations.

1. Statement of the Case.

The plaintiff seeks recovery of $109,692.18, rep-

resenting the principal amount of income taxes al-

leged to have been illegally and erroneously assessed

and collected for 1953 and 1955, plus interest paid

thereon, amounting to $15,055.76, or a total of $124,-

747.94. In addition, the plaintiff claims that it is

entitled to interest on the entire amoimt of princi-

pal and interest paid. In other words, there is pre-

sented the familiar problem of ''interest on inter-

est."

The amounts of the alleged overassessments and

overpayments are claimed by the plaintiff to be as

follows

:

Year Principal Interest Total

1953 $ 58,472.39 $11,309.99 $ 69,774.38

1955 51,219.79 3,753.77 54,973.56

$109,692.18 $15,055.76 $124,747.94

The parties have stipulated that three issues are

presented in this case, as follows

:

I.

Can the net operating loss suffered by Hilo Gas

Company, Limited, hereinafter Hilo Gas, in 1950 be

carried forward by its parent, Pacific Refiners, Lim-

ited, hereinafter Refiners, on a consolidated return

basis to 1953?
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The plaintiff's position is that, under the plain

terms of the statute ((Section 141, Internal Rev-

enue Code (hereinafter sometimes the Code) of

1939)) and the Consolidated Return Regulations,

Refiners is entitled to carry forward the Hilo Gas

1950 loss as a consolidated net operating loss to

1953. It is contended that there was a sound busi-

ness purpose for the acquisition of control of Hilo

Gas by Refiners and that there was no tax evasion

or avoidance purpose.

The position of the defendant is that the carry-

forward can be denied because the "principal pur-

pose" of the acquisition of control of Hilo Gas was

tax evasion or avoidance within the meaning of

Section 129 of the Code of 1939, or because there

was no "business purpose" for the acquisition or

because there was no "economic loss" to the parent

corporation.

II.

Can Refiners deduct in the year of its liquidation

expenses of selling its capital stock *?

The plaintiff's position is that these expenses are

deductible in the year of complete liquidation.

The defendant contends that these expenses are

not deductible in any year.

III.

Can Refiners deduct in 1955 Territory of Hawaii

income taxes allocable to gain from the sale of its

properties realized in 1955 but not recognized for

Federal income tax purposes by reason of Section

337 of the Internal Revenue Code of 1954?
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The jjlaintiff maintains that the Hawaii income

taxes are deductible under Section 164(a) of the

Internal Revenue Code Of 1954 and that Section

265 of that Code is not applicable.

The defendant insists that Section 265 is appli-

cable, and that for this reason the deduction for

Territorial taxes was correctly disallowed.

2. Stipulation of Facts.

The case was submitted to the Court on a stipula-

tion of facts. Sharply abridged, that stipulation is

as follows:

Refiners was organized as a corporation under

the laws of Hawaii in 1949. It was dissolved on No-

vember 19, 1956, and the plaintiff was appointed

Trustee for the creditors and the stockholders.

Refiners had an initial authorized capital of $250,-

000, represented by 250,000 shares of common stock

of the par value of $1 each. Honolulu Gas Company,

Limited, hereinafter Honolulu Gas, purchased at

par the initial 250,000 shares of common stock of

Refiners, and in 1949 distributed such stock as a

dividend to the stockholders of Honolulu Gas.

After its organization. Refiners engaged in the

merchandising^ of gas appliances, and commenced

the construction of its refinery. To pay for that con-

struction work, it borrowed $650,000 on short-term

promissory notes. In May, 1950, Refiners sold to the

public an additional 500,000 shares of common stock

and $750,000 worth of 15-year, 6%, sinking fund



vs. United States of America 75

debentures. The net proceeds of this issue were esti-

mated at $1,225,445. In connection with this offering,

Refiners incurred expenditures attributable to the

issuance of its shares of common stock in tlie

amount of $9,259.74.

In December, 1950, Refiners completed the con-

struction of its refinery.

In April, 1951, Refiners sold an additional 750,000

shares of common stock to the public. The net pro-

ceeds from this issue were estimated at $734,400. In

connection with this issue. Refiners incurred capital

stock expenses of $21,418.88.

Refiners' principal business was the manufacture

and sale of petroleum products and the distribution

of butane—a form of liquefied petroleum gas—in

Hawaii. The corporation was not a public utility,

and none of its business was subject to regulation

by the Public Utilities Commission of Hawaii, here-

inafter the Commission.

Refiners entered into an oil and butane contract

with Standard Oil of California, hereinafter Stand-

ard, in 1949, for a period of ten years for the pur-

chase of petroleum and butane. The Hilo Gas Com-

pany, Limited, hereinafter Hilo Gas, after its con-

version to butane air in 1951, used more than 500,-

000 gallons of butane annually, accounting for about

one-third of the total butane sales of Refiners.

Hilo Gas was organized as a corporation in Ha-

waii in 1927. It manufactured gas from oil and dis-

tributed it through gas mains in Hilo, and was a
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public utility subject to regulation by the Commis-

sion.

In 1948-1949, Hilo Gas was in financial difficulty.

In 1950, A. E. Englebright, who was then the gen-

eral manager of Refiners, was approached by Or-

lando Lyman, the president and largest stockholder

of Hilo Gas, for assistance in solving the problems

of the latter company.

The proposition was made that Hilo Gas cease the

manufacture of gas from oil and buy butane from

Refiners, which Hilo Gas would then distribute

through its gas mains in Hilo as a public utility.

This would save manufacturing costs and reduce

gas rates to a point where they might be competi-

tive with electric rates.

The feasibility of the Hilo Gas plan depended

to some extent on the condition of its gas mains.

Englebright sent L. L. Gowans, chief engineer of

Honolulu Gas, to Hilo to make a survey. Gowans

reported that the gas mains were in adequate con-

dition, and that it would be entirely feasible to dis-

tribute butane air mix in the Hilo Gas distribution

system without too great a loss in leakage.

On August 7, 1950, Refiners proposed to Lyman
that it supply Hilo Gas with butane at 16 cents per

gallon. Refiners would also provide equipment and

appurtenances for butane air installation at the

Hilo plant for about $25,000, to be repaid by Hilo

Gas through an additional 1 cent per gallon pay-

ment for all butane used in its system. Lyman,
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however, in addition wished to acquire the franchise

for distribution of
'

' Isle-Gas,
'

' Refiners ' trade name

for butane that it distributed in tanks or containers

for use by rural customers, throughout the Island

of Hawaii at the price quoted for use in the Hilo

Gas mains.

After extended negotiations, on October 5, 1950,

the Board of Directors of Refiners authorized the

purchase by it of all the stock of Hilo Gas.

The Hilo Gas stock was purchased by Refiners

rather than b}^ Honolulu Gas, because Refiners, as

the distributor of butane, had the primary interest

in securing the Hilo market.

On October 25, 1950, the general manager re-

ported to the directors of Refiners that 96% of the

stock of Hilo Gas had been acquired by Refiners

—

all but 161 shares. Refiners never acquired more

than 1,872 of the 1,929 outstanding shares of the

7% preferred stock of Hilo Gas and did not acquire

the last minority-owned share of the 8% preferred

stock until shortly before the dissolution of Hilo

Gas in 1956.

The total cost to Refiners of the Hilo Gas stock

was $63,897.20.

Under Hawaiian law, no public utility may dis-

pose of property connected with its duties without

first securing from the Commission an '^ order"

authorizing it to do so. Without such order, every

such disposition of property shall be void. Section

104-18, Revised Laws of Hawaii, 1955.
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On October 20, 1950, Hilo Gas filed a petition

with the Commission in which it recited that it

proposed to sell all its assets, except those related

to the appliance sales and liquefied petroleum gas

business, to Honolulu Gas for approximately $60,-

000. The Commission, in an order filed on November

15, 1950, authorized Hilo Gas to sell its utility as-

sets to Honolulu Gas for $64,000.

Hawaiian law requires that the sale of substan-

tially all of the property receive the affirmative vote

of three-fourths of all stock issued and outstanding

and having voting power. Section 170-30, RLH,
1955. The stockholders of Hilo Gas authorized the

sale of the Company's utility assets to Honolulu

Gas and the sale of the appliance and liquefied

petroleum gas business and assets to Refiners. On
October 31, 1950, Hilo Gas executed a bill of sale

transferring to Refiners for $18,500 the assets re-

lating to the appliance sales and liquefied gas busi-

ness.

On October 31, 1950, Hilo Gas and Honolulu Gas

executed an instrument whereby Hilo Gas conveyed

to Honolulu Gas for $46,000 its utility manufactur-

ing plant, etc., and Honolulu Gas assumed the li-

abilities of Hilo Gas. Possession of these assets was

not taken by the purchasers until after October 31,

1950.

On the same day, Hilo Gas sold assets having a

basis for tax purposes of $211,684.90 to Honolulu

Gas and to Refiners for $88,754.32. Such considera-

tion consisted of cash in the amount of $46,000, paid
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by Honolulu Gas, $18,500 in cash paid by Refiners,

and assumption of liabilities amounting to $25,254.32

by Honolulu Gas. The utility assets were sold to

Honolulu Gas at $122,930.58 less than their net book

value, and consisted of ''property used in the trade

or business" as defined in Section lll(j)(l), Inter-

nal Revenue Code of 1939.

After the Public Utilities Commission approved

the sale of the utility assets of Hilo Gas to Honolulu

Gas, the necessary facilities for converting the Hilo

system to butane air were ordered. Until April 1,

1951, all of the gas furnished to Hilo was manu-

factured at the old plant of Hilo Gas.

Hilo Gas had never claimed an obsolescence or

abandonment loss for tax purposes on any of the

utility assets sold by it to Honolulu Gas on October

31, 1950.

The utility assets sold to Honolulu Gas on Oc-

tober 31, 1950, and abandoned, scrapped or trans-

ferred to the Honolulu Division by Honolulu Gas

after April 1, 1951, totaled $52,839.65. Utility assets,

other than cash, receivables, inventories and sup-

plies, sold to Honolulu Gas on October 31, 1950, that

were continued in use in the Hilo operations of

Honolulu Gas after April 1, 1951, totaled $113,-

635.15.

As a result of the sale of these utility assets to

Honolulu Gas for $122,930.58 less than their net

book value, Hilo Gas claimed a net operating loss

of $117,792.57 for 1950.
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Refiners and Hilo Gas filed consolidated Federal

income tax returns for 1950-53, inclusive. Refiners

and Hilo Gas filed separate returns for 1954 and

1955. Both companies filed separate Territorial in-

come tax returns for 1950-1955, inclusive.

In 1950 Refiners suffered a loss of $93,092. In

1951 it had a net income of $17,445, and in 1952,

$39,147. It did not have to pay any Federal or Terri-

torial income taxes in those years. In 1953 it had a

net income before income taxes of $206,397.20 and

after income taxes (as reported) of $167,229. In

1954 it has a net income before income taxes of

$215,735.66, and after income taxes (as reported)

of $104,977. All the foregoing figures are on an un-

consolidated basis.

Hilo Gas filed annual "Corporation Exhibits" re-

quired by Territorial Law for 1950-1955. Those

Exhibits showed the following:

Total Total Net Income
Year Income Expenses Before Taxes

1951 $19,294.16 $18,324.96 $ 969.20

1952 10,732.76 10,273.26 459.50

1953 8,600.00 5,830.71 2,769.29

1954 8,600.00 6,009.25 2,590.75

1955 8,700.00 6,063.04 2,636.96

Hilo Gas was dissolved effective September 18,

1956.

Although Hilo Gas sold to Honolulu Gas its utility

assets for $46,000 and the assumption of liabilities,

actually it did not sell or distribute all its assets

in that year. In fact, it continued its corporate ex-



vs. United States of America 81

istence and activities until it was dissolved in 1956

by order of the Treasurer of the Territory of Ha-

waii, supra.

On October 31, 1950, Hilo Gas sold to Honolulu

Gas its utility assets for $46,000 and the assumption

of liabilities, supra. On the same date it transferred

its merchandise and liquefied petroleum gas busi-

ness to Refiners for $18,500. Hilo Gas retained cer-

tain assets in addition to the $64,500 cash received

from the sale of its properties.

Refiners included the net loss from the sale in

October, 1950, of the utility assets of Hilo Gas to

Honolulu Gas in computing the net operating loss

carry-over to subsequent years, in the consolidated

income tax returns timely filed for Refiners and

Hilo Gas. The Commissioner has disallowed this

item, which amounted to $116,405.64, supra. In the

explanation for this disallowance, the Commissioner

stated

:

" * * * it is held that such loss may not be included

as a part of a consolidated net loss reported on a

consolidated return filed by Pacific Refiners, Ltd.,

as a parent, and Hilo Gas Company, Ltd., as sub-

sidiary, for the calendar year 1950 since the loss,

if any, was sustained in, or was allocable to, the

period prior to affiliation and before the consolida-

tion became effective. Accordingly, the net loss, if

any, sustained as the result of the sale of the utility

assets of Hilo Gas Company, Ltd., to Honolulu Gas

Company, Ltd., in the year 1950 may not be claimed
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as a part of the net operating loss deduction against

the income of Pacific Refiners, Ltd., in the year 1953.

The deduction claimed of $116,405.64 is, therefore,

disallowed."

On June 4, 1957, the plaintiff, as Trustee for the

creditors and stockholders of Refiners, paid a de-

ficiency of $58,472.39, together with interest of $11,-

301.99, assessed against Refiners by the Commis-

sioner for 1953 on account of his disallowance of

the carry-over to 1953 of the net operating loss

suffered by Hilo Gas in 1950 upon the sale of the

utility assets to Honolulu Gas.

On August 28, 1957, the plaintiff duly filed a

claim for refund for 1953, covering the payment

referred to in the preceding paragraph.

On October 23, 1957, a Notice of Disallowance in

full of the plaintiff's claim for refund of $69,774.38

for 1953 was mailed to the plaintiff, and no part of

that sum has been refunded to the plaintiff.

On December 6, 1955, the refinery facilities of

Refiners were sold to Standard, and the Isle-Gas

business and assets were sold to Honolulu Gas on

December 31, 1955. Refiners was dissolved by order

of the Territorial Treasurer on November 19, 1956.

No gain or loss to Refiners was recognized on the

sale of its assets to Standard and Honolulu Gas,

pursuant to Section 337 of the Internal Revenue

Code of 1954.

In its tax return for 1955, Refiners claimed a

deduction for organization expenses of $43,163.48.
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Included therein was the amount of $30,678.62, re-

lating to expenses in connection with the issue of

capital stock, $9,259.74 and $21,418.88 in 1951. The

Commissioner's Appellate Division disallowed this

claim, stating that ''these expenses incurred in mar-

keting your capital stock do not constitute organiza-

tion expenses, but serve to reduce the proceeds de-

rived from the sale of the stock and are properly

chargeable against the paid-in capital."

In its 1955 income tax return. Refiners claimed a

deduction for accrued territorial net income taxes of

$67,648.77, based on the net income reportable for

territorial net income tax purposes. The income

included (1) the gain from the sale of Isle-Gas

business and related assets to Honolulu Gas in

December, 1955, and (2) the gain from the sale of

refinery facilities and related assets to Standard.

The Commissioner has disallowed that portion of the

Territorial net income tax allocable to the gain from

the sale of the foregoing assets, under the provisions

of Section 265 of the Internal Revenue Code of 1954.

The Commissioner stated that that Section "pro-

hibits the deduction of expenses allocable to income

exempt from federal income tax." The amount of

the total Territorial net income tax of $74,408.15,

allocable to these gains and disallow^ed by the Com-

missioner for Federal income tax purposes, was

$61,061.59.

The Commissioner assessed a deficiency of $51,-

468.20, plus interest of $3,850.97, against Refiners

for 1955, principally because of his disallow^ance of
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the capital stock expense—$30,678.62, supra—and

his disallowance of the 1955 Territorial income

taxes—$61,061.59, supra. The plaintiff paid the entire

amount of that deficiency, in installments.

On August 28, 1957, the plaintiff duly filed a claim

for refund with the District Director of Internal

Revenue for $51,219.79, plus interest of $3,753.77,

or a total of $54,973.56. On October 23, 1957, a

Notice of Disallowance in full of the plaintiff's claim

for the above amount was mailed to the plaintiff by

the District Director. No part of the above claim

for refund has been paid to the plaintiff.

3. The Plaintiff's Argument.

Hilo Gas, Refiners' subsidiary, suffered a net

operating loss in 1950, which Refiners is entitled

to carry forward as a consolidated net operating loss

to 1953.

Under the plain terms of the statute and regula-

tions, Refiners is entitled to include the Hilo Gas

loss on the sale of its utility assets in its consolidated

net operating loss for 1950, and to carry it forward

as a consolidated net operating loss to 1953.

A deductible loss was sustained on the sale of

utility assets by Hilo Gas to Honolulu Gas in 1950.

The Hilo Gas loss was sustained after affiliation

with Refiners, not before. Hilo Gas could not have

claimed an abandonment loss or an obsolescence

deduction for the pre-affiliation period.
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II.

The expenses of selling Refiners' capital stock are

deductible in the year of liquidation.

It is established that the organization expenses

of a corporation may be deducted in the year of

dissolution when all assets are disposed of and

nothing remains but winding up.

Capital stock costs here involved are not sales-

men's commissions, but are ordinary out-of-pocket

expenses—attorneys' and accountants' fees, printing

expenses, and charges of the stock subscription

agent. There is no rational way of distinguishing

these expenses from other organization expenses,

and they should be allowed as a deduction when the

corporation liquidates.

III.

Territorial income taxes on capital gains realized

in 1955 are deductible.

It has been stipulated that no gain or loss to

Refiners was recognized on the sale of its assets to

Standard and Honolulu Gas, pursuant to Section

337, Internal Revenue Code of 1954.

Section 164(a) provides that, except as otherwise

provided in this section, there shall be allowed as a

deduction taxes paid or accrued within the taxable

year.

Refiners is entitled to the deduction for Terri-

torial taxes for 1955.



86 Hatvaiian Trust Co., Ltd., etc.

4. The 1950 Book Loss Suffered by Hilo Gas in

the Sale of Its Assets to Refiners Is Not Avail-

able to the Latter as a ''Net Operating Loss

Carryover. '

'

This Court believes that the defendant is correct

in its contention that the Commissioner's action in

disallowing the claimed ''loss carryover" was cor-

rect.

Refiners should be denied the benefit of the Hilo

Gas loss through the filing of consolidated returns,

since Refiners has not established that "the principal

purpose for" the acquisition of Hilo Gas was not

for "evasion or avoidance of Federal income * * *

tax."

Section 129 of the Internal Revenue Code of 1939

is explicit on the subject:

"(a) Disallowance of deduction, credit or allow-

ance . If (1) any person or persons acquire, on or

after October 8, 1940, directly or indirectly, con-

trol of a corporation, or (2) any corporation ac-

quires, on or after October 8, 1940, directly or in-

directly, property of another corporation, not con-

trolled, directly or indirectly, immediately prior to

such acquisition, by such acquiring corporation or

its stockholders, the basis of which property, in the

hands of the acquiring corporation, is determined

by reference to the basis in the hands of the trans-

feror corporation, and the principal purpose for

which such acquisition was made is evasion or avoid-

ance of Federal income or excess profits tax by se-
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curinfi' the benefit of a deduction, credit, or other

allowance wliidi such person or ('()i'))()Tatioii would

not otherwise enjoy, then sneh deduction, credit, or

other allowance^ shall not be allowed."

(Emphasis supplied.)

Quite aside from Section 129, however, Section

141 of the Code of 1939, which extends the privilege

of making consolidated returns to affiliated groups,

may not be utilized to distort income by acquiring

a ''loss corporation" for a nominal consideration,

and then using such corporation's losses to avoid

taxes.

The total cost of the Hilo Gas stock to Refiners

w^as $63,897.20. Refiners by its purchase acquired

"95% or more" of the outstanding capital stock of

Hilo Gas. At a hearing before the Commission on

October 26, 1950, K. A. Conningham, assistant

treasurer of Refiners, testified that his company had

purchased approximately 95% of the capital stock

of Hilo Gas from various stockholders, and that the

acquisition was completed "about ten days ago."

On October 31, 1950, Hilo Gas sold assets having

a basis for tax purposes of $211,684.90 to Honolulu

Gas and to Refiners for $88,754.32.

The defendant argues with much force that there

is here presented the question whether the acquisi-

tion for $63,897.20 of 95% of the stock of a corpora-

tion which shortly afterward was sold for assets of

$88,754.32 entitles Refiners to the carryover of a

$117,792.57 loss attributable to the sale of those same

assets.
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The officials of Refiners did not know what the

book value of the Hilo Gas assets was, and the Hilo

Gas books were not made available to Refiners until

after the decision had been made to purchase the

Lyman and Hutchinson stock.

As a matter of fact, however, Hilo Gas lost money

in 1948 and 1949, and was in financial difficulty.

In such a situation, it has been held that the princi-

pal purpose of the acquisition was the avoidance of

Federal income taxes.

In Elko Realty Company v. Commissioner, 29

T.C. 1012, affirmed, 3 Cir., 1958, 260 F. 2d 949, 950,

the Tax Court had sustained the Commissioner's

determination that the principal purpose of the ac-

quisition of the two corporations by the taxpayer was

the avoidance of Federal income taxes, that the de-

duction of their losses from the taxpayer's income

was accordingly forbidden by Section 129(a), supra,

and that the two corporations were in any event not

affiliates of the taxpayer privileged to join in a con-

solidated return under Section 141, supra, since the

taxpayer's acquisition of them served no business

purpose, as distinguished from a tax-reducing pur-

pose.

In such a situation, the Court of Appeals said

:

"It will be seen that the question upon which

this case turns is a purely factual one, namely,

whether the taxpayer acquired the two corporations

in question for a bona fide business purpose or, as

the Tax Court found, principally in order to reduce
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or avoid income taxes on its own income. The evi-

dence is discussed and the facts are found in the

opinion filed in the Tax Court by Judge Train,

29 T.C. 1012, and will not be detailed here. We need

merely say that our examination of the evidence

satisfies us that the findings of the Tax Court have

substantial evidence to support them and cannot

be held to be erroneous."

An examination of the opinion of the Tax Court

in that case discloses facts similar to those at bar.

Harold J. Fox was Elko Realty's vice president,

executive head, and owner of about 80% of its stock.

Harry Spiegel was the owner and operator of the

two acquired corporations—Spiegel Apartments,

Inc., and Earl Apartments, Inc.

On January 1, 1951, Fox acquired 324 shares of

the common stock of Spiegel Apartments and 440

shares of the common stock of Earl Apartments.

The shares in question represented the only out-

standing common stock of both corporations.

The respondent Commissioner having determined

that the principal purpose of the acquisition was the

avoidance of income tax, the burden was on the pe-

titioning taxpayer to prove otherwise.

The tw^o corporations were operating at a loss at

the time of their acquisition, and continued to oper-

ate at a loss. The taxpayer corporation filed con-

solidated returns with the Spiegel and Earl cor-

porations for 1951, 1952, and 1953, and attempted

to deduct their losses.
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Commenting upon the evidence adduced to show

a business purpose, the Tax Court, in 29 TC at page

1025, observed:

"As we have seen, neither Fox nor the petitioner

saw any operating books of the two corporations

prior to their acquisition. Nor does the record sug-

gest that they made any effort to develop such in-

formation. Harry Spiegel was the owner and opera-

tor of the 2 corporations and, even if he had had no

books and records whatsoever, it would seem reason-

able to expect a prospective purchaser of his busi-

ness to make at least informal inquiry of him con-

cerning its operations. Aside from Spiegel's appar-

ent assurance that both projects were fully occu-

pied, the record fails to disclose that petitioner,

either through Fox or otherwise, made any inquiry

of Spiegel as to the financial success or lack of it

of the two corporations. There is certainly no sug-

gestion that Spiegel or anyone else for that matter

actually represented to Fox or the petitioner (Elko

Company) that the two corporations, or either of

them, were operating at a profit.

Under the circumstances, for petitioner to expect

us to give serious credence to its assertion that

through Fox, a thoroughly experienced business

man, it entered into the transaction in question for

a bona fide business purpose requires a degree of

naivete which we do not possess."

Finally, it is well settled that "Unquestionably

the burden of proof is on the taxpayer to show that
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the commissioner's determination is invalid." Hel-

vering vs. Taylor, 1935, 293 U.S. 507, 515, and cases

there cited.

In the instant case, as we have seen, the taxpayer

has fallen far short of discharging that burden.

5. Expenses Connected With the Issuance of Stock

Are Not Deductible in the Year of a Corpora-

tion's Dissolution; They Cannot Constitute a

Charge Upon Income.

In the tax return for 1955, Refiners claimed a de-

duction for "organization expenses" of $43,163.48.

Included therein was $30,678.62 relating to expenses

in connection with the issuance of capital stock in

1951 and 1952. The Commissioner disallowed this

latter item as not constituting organization ex-

penses.

It is hornbook law, of course, that the mere fact

that an expenditure is made does not entitle the

taxpayer to a deduction. Since Congress has the

IDower to prescribe deductions, the right to such a

diminution must come within some applicable provi-

sion of the statute, else it does not exist. And the

provision relied upon, being a matter of legislative

'^ grace," must be ''clear." New Colonial Ice Co. vs.

Helvering, 1934, 292 U.S. 435, 440.

In Corning Glass Works vs. Lucas, CA D.C.,

1929, 37 F. 2d 798, 799, certiorari denied, 1930, 281

U.S. 742, the appellant entered into a contract with

certain bankers, under which the latter agreed to

purchase at a price of $100 per share, and accrued
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dividends, any part of an issue of $3,000,000 pre-

ferred stock not taken by stockholders, the bankers

to receive for their services, the sum of $240,000.

The appellant, on account of these payments to the

bankers, sought in its income tax returns to deduct

$6,000 from its gross income for 1921 and $236,000

from its gross income for 1922.

The Court quoted extensively from Simmons vs.

Commissioner, 1 Cir., 1929, 33 F.2d 75, 76, where it

was observed:

"While expenses for organization or for obtain-

ing additional capital are frequent in growing and

successful enterprises, we think it clear that they

are not 'ordinary and necessary expenses' in the

productive operations of such concerns within the

meaning of the tax laws."

The District of Columbia appellate court then

proceeded to analyze the expenditure in that case,

saying

:

''In the instant case, appellant sold to Estabrook

& Co. (the bankers) preferred stock of the value of

$3,000,000 at a discount of $8 per share; so that

appellant received, not $3,000,000, but $2,760,000;

in other words, $92 per share. The effect of this

transaction was to reduce by the amount of $240,000

the capital available to appellant. In other words, it

represents a capital expenditure, and should be

charged against the proceeds of the stock , and not

be recouped out of operating earnings. The regula-

tions and rulings of the Treasury Department have
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consistently been to the effect that expenses incident

to the sale of the capital stock of a corporation are

not
^ ordinary and necessary expenses incurred in

carrying on the business' of such corporation."

(Emphasis supplied.)

In summary, costs of marketing stock are not de-

ductible in the year of organization; or as ordinary

and necessary business expenses when incurred ; and

they are not deuctible in the year of dissolution. In

a word, they are not deductible at any time.

The amomit of $30,678.62 was properly disal-

lowed by the Commissioner.

6. Refiners Cannot Claim a Deduction on Its 1955

Federal Income Tax Return for Territorial

Income Taxes Allocable to Gain From the Sale

of Its Properties. Such Gain Is Not Recogniz-

able for Federal Tax Purposes.

In December, 1955, in accordance with a plan of

complete liquidation, Refiners sold all its assets to

Standard and Honolulu Gas. No gain or loss to Re-

finers was recognized on that sale for Federal tax

purposes, pursuant to Section 337 of the Code of

1954. The total territorial income tax paid by Re-

finers for 1955 was $74,408.15. The Commissioner

disallowed the portion of the Territorial net income

tax allocable to the gain from the sale of the fore-

going assets, stating that Section 265 of the Code of

1954 ^'prohibits the deduction of expenses allocable

to income exempt from Federal income tax." The

amount of the total Territorial net income tax of
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$74,408.15 allocable to these gains and disallowed

by the Commissioner for Federal income tax pur-

poses, was $61,061.59.

Section 265(1) of the Code of 1954 reads as fol-

lows :

"No deduction shall be allowed for

I

''(1) Expenses—Any amount otherwise allow-

able as a deduction which is allocable to one or more

classes of income other than interest (whether or not

any amount of income of that class or classes is re-

ceived or accrued) wholly exempt from the taxes

imposed by this subtitle, or any amount otherwise

allowable under section 212 (relating to expenses

for production of income) which is allocable to inter-

est (whether or not any amount of such interest is

received or accrued) wholly exempt from the taxes

imposed by this subtitle.
'

'

Section 1.265-1 (b) of the Treasury Regulations

reads as follows;

"Section 1.265-1 Expenses relating to tax exempt

income.
* * *

" (b) Exempt income and nonexempt income.

"(1) As used in this section, the term 'class of

exempt income' means any class of income (whether

or not any amount of such class is received or ac-

crued) wholly exempt from the taxes imposed by

subtitle A of the Internal Revenue Code of 1954.

For the purposes of this section, a class of income
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which is considered as wholly exempt from the

taxes imposed by subtitle A includes any class

of income which is

"(i) Wholly excluded from gross income under

any provision of subtitle A, or

'*(ii) Wholly exempt from the taxes imposed

by subtitle A under the provisions of any other

law.

"(2) As used in this section the term 'non-

exempt income' means any income which is re-

quired to be included in gross income."

From the foregoing, it is apparent that there

are only two classes of income involved; taxable

income and exempt income, the latter being de-

fined as that which is not required to be included

in gross income.

As we have seen, it is agreed that ''No gain or

loss to Refiners was recognized on the sale of

its assets to Standard and Honolulu Gas," under

the provisions of Section 337 of the Code of 1954.

Accordingly, it must qualify as exempt income.

Since the gain is not included in Refiners' income,

it follows that there is no basis for allowing a

deduction for the expenses—that is to say, the

Territorial tax—related to such income.

This Court cannot go along with counsel's effort

to escape this logic.

Without laboring the point further, the Court

holds that the Commissioner correctly disallowed
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the claimed deduction for Territorial taxes paid,

since they relate to an income-source of Refiners

that is exempt from tax under Section 265(1)

and the applicable Treasury Regulations, supra.

7. Conclusion.

In summary, the Commissioner's disallowance of

the loss on the sale of the Hilo Gas assets and

his disallowance of the claimed deductions for

organization expenses and Territorial tax, were

correct.

Accordingly, this Court concludes that the plain-

tiff should take nothing by its Complaint, and

that the defendant should have its costs. It is,

therefore,

Ordered, that the defendant have judgment

against the plaintiff, together with its costs in

this action incurred.

Counsel for defendant is directed to prepare

and lodge with the Court findings of fact and

conclusions of law, and form of judgment which

when adopted and filed will constitute the findings,

conclusions and judgment of this Court.

Dated at Las Vegas, Nevada, this 18th day of

November, 1959.

/s/ JOHN R. ROSS,

United States District Judsre.
•^to'

[Endorsed]: Filed November 24, 1959.
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[Title of District Court and Cause.]

FINDINGS OF FACT AND
CONCLUSIONS OF LAW

This is an action brought by plaintiff as Trustee

for the creditors and stockholders of Pacific Re-

finers, Limited, a dissolved Hawaiian corporation

to recover $109,692.18, representing deficiency in-

come taxes for the calendar years 1953 and 1955

and $15,055.76 interest on said deficiency, which was

assessed against and collected from plaintiff, to-

gether with interest thereon as provided by law.

This action having come on regularly for trial

before the Honorable John R. Ross, United States

District Court Judge, sitting without a Jury,

plaintiff appearing by Marshall M. Goodsill, its

attorney of record and the defendant appearing

by Louis B. Blissard, United States Attorney for

the District of Hawaii, its attorney of record; and

all of the facts and exhibits in this action having

been fully stipulated, and the court after consider-

ing all of the evidence set forth in the stipulation

of facts and the contentions of each respective

party, and having given due weight to the argu-

ments set forth in the briefs of the respective

parties, hereby makes and enters its

Findings of Fact

1. The findings of fact are as set forth in the

''Stipulation of Facts," pages 3 through 11 in the
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Opinion and Judgment filed herein on November

24, 1959.

Conclusions of Law

1. This Court has jurisdiction of the subject

matter and of the parties hereto.

2. Plaintiff has not sustained its burden of proof

that the Commissioner erred in refusing to permit

Refiners to carry over the adjusted loss sustained

by Hilo in 1950 as a net operating loss carryover

in the consolidated income tax return filed by Re-

finers for the year 1953.

3. Refiners is not entitled to the benefit of the

loss sustained by Hilo in 1950 as a carryover net

operating loss in determining its consolidated net

taxable income for the year 1953, since Refiners has

not established that the principal purpose for the

acquisition of Hilo was not for the evasion or

avoidance of federal income tax, as required by

Section 129 of the Internal Revenue Code of 1939.

4. The cost of marketing Refiners' capital stock

is not deductible as an ordinary and necessary ex-

pense either in the year of organization or during

the year the expenditures were incurred or in the

year of dissolution of Refiners, and therefore the

Commissioner correctly and properly disallowed

the sum of $30,678.62, representing the cost of

marketing Refiners' capital stock included in the

organization expense claimed as a deduction for

the year 1955, in determining its net taxable in-

come for that year.
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5. Under the provisions of Section 265(1) of the

Internal Revenue Code of 1954, no deduction is

allowable for any amoimt otherwise allowable as a

deduction, which is allocable to one or more classes

of income wholly exempt from taxes imposed by

Sub-title A of the 1954 Code. Since no gain or loss

to Refiners was recognized on the sale of its assets

in 1955 to Standard Oil Company and Honolulu

Gras under the provisions of Section 337 of the

Internal Revenue Code of 1954, this nontaxable

gain qualifies as exempt income imder Section

265(1) of the 1954 Code, and therefore Refiners is

not entitled to the claimed deduction of $61,061.59

for the year 1955 in determining its net taxable

income for that year.

6. Plaintiff is entitled to take nothing by this

action and judgment should therefore be entered

for the defendant on the merits, dismissing the

action with prejudice, the defendant to recover

its costs, if any, from plaintiff.

/s/ JOHN R. ROSS,

United States District Judge.

Dated: February 26, 1960.

Approved as to Form:

/s/ MARSHALL M. GOODSILL,
Attorney for Plaintiff.

[Endorsed] : Filed March 4, 1960.
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In the United States District Court

For the District of Hawaii

Civil No. 1619

HAWAIIAN TRUST COMPANY, LIMITED,
a Hawaii Corporation, Trustee for the Credi-

tors and Stockholders of Pacific Refiners,

Limited, a Dissolved Hawaii Corporation,

Plaintiff,

vs.

UNITED STATES OF AMERICA,

Defendant,

JUDGMENT ORDER

The above-entitled cause having come on regularly

for trial before this Court, the Honorable John R.

Ross, United States District Court Judge, presid-

ing therein, sitting without a jury, plaintiff and

the defendant appearing by their respective at-

torneys, and all of the facts having been stipulated

by written stipulation filed herein between the

parties, and briefs having been filed by and in

behalf of the respective parties, and the Court,

having duly considered the same and having ren-

dered its Opinion and made and entered its Find-

ings of Fact and Conclusions of Law;

It is therefore. Ordered, Adjudged and Decreed

that plaintiff is not entitled to any recovery prayed

for in the Complaint and that judgment is hereby
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entered dismissing the complaint with costs, if any,

to be assessed against plaintiff.

/s/ JOHN R. ROSS,

District Judge.

Entered February 26, 1960.

Approved as to Form:

/s/ MARSHALL M. GOODSILL,
Attorney for Plaintiff.

[Endorsed] : Filed and entered March 4, 1960.

[Title of District Court and Cause.]

NOTICE OF APPEAL

Notice is hereby given that Hawaiian Trust Com-

pany, Limited, a Hawaii corporation, Trustee for

the Creditors and Stockholders of Pacific Refiners,

Limited, a dissolved Hawaii corporation, plaintiff

above named, hereby appeals to the United States

Court of Appeals for the Ninth Circuit from the

final judgment entered in this action.

Bond for Costs on Appeal in this action was filed

with this court on January 21, 1960.

Dated: Honolulu, Hawaii, March 11, 1960.

/s/ MARSHALL M. GOODSILL,
Attorney for Appellant, Ha-

waiian Trust Company, Ltd.

Receipt of copy acknowledged.

[Endorsed] : Filed March 11, 1960.
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[Title of District Court and Cause.]

STATEMENT OF POINTS ON APPEAL

Pursuant to Rule 75(d) of the Federal Rules of

Civil Procedure, Hawaiian Trust Company, Lim-

ited, plaintiff-appellant in this action, states that

the following are the points upon which plaintiff-

appellant will rely on appeal:

1. The United States District Court for the

District of Hawaii erred in concluding that plain-

tiff is not entitled to any recovery prayed for in its

complaint and in dismissing the complaint in this

action.

2. Hilo Gas Company, Limited, suffered a net

operating loss in 1950 which Pacific Refiners, Lim-

ited, was entitled to carry forward as a consolidated

net operating loss to 1953.

3. Pacific Refiners, Limited, was entitled to de-

duct in 1955 Hawaii income taxes allocable to

capital gains realized in 1955 but not recognized

for federal income tax purposes by reason of Sec-

tion 337, Internal Revenue Code 1954.

Dated: Honolulu, Hawaii, March 11, 1960.

/s/ MARSHALL M. GOODSILL,
Attorney for Plaintiff-Appellant, Hawaiian Trust

Company, Limited.

Service of copy acknowledged.

[Endorsed]: Filed March 11, 1960.
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CERTIFICATE OF CLERK

United States of America,

District of Hawaii—ss.

I, William F. Thompson, Jr., Clerk of the

United States District Court for the District of

Hawaii, do hereby certify that the foregoing record

on appeal in the above-entitled cause, numbered

from Page 1 to Page 126 consists of a statement

of the names and addresses of the attorneys of

record and of the various original pleadings as

hereinbelow listed and indicated:

Complaint and Summons.

Answer.

Stipulation of Facts.

Stipulation With Respect to Questions of Law.

Opinion and Judgment.

Findino^s of Fact and Conclusions of Law.

Judgment Order.

Notice of Appeal.

Statement of Points on Appeal.

Bond for Costs on Appeal.

Designation of Contents of Record on Appeal.

Counter-Designation of Record on Appeal.

In Witness Whereof, I have hereunto set my

hand and affixed the seal of said District Court, this

24th day of March, 1960.

[Seal] /s/ WM. F. THOMPSON, JR.,

Clerk.
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[Endorsed]: No. 16859. United States Court of

Api^eals for the Ninth Circuit. Hawaiian Trust

Company, Limited, Trustee for the Creditors and

Stockholders of Pacific Eefiners, Limited, Appellant,

vs. United States of America, Appellee. Transcript

of Record. Appeal from the United States District

Court for the District of Hawaii.

Filed March 31, 1960.

Docketed: April 12, 1960.

/s/ FRANK H. SCHMID,
Clerk of the United States Court of Appeals for

the Ninth Circuit.


